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ABSTRACT
The taxation of capital gains and losses is a highly 
controversial subject. The controversy arises over whether 
or not these gains constitute elements of income; whether 
or not they should be treated as income for tax purposes; 
and, if they are to be subject to tax, what approach to 
taxation should be employed. Contributing to the capital 
gains problem is the fact that the goals of the tax system 
are in constant conflict with one another. No method of 
handling capital gains and losses can provide an equitable 
treatment for all taxpayers, simplicity in reporting and 
administration, and the facilitation of social and economic 
goals. Neither complete exemption, complete inclusion, 
nor any approach in between can overcome this conflict 
of goals. The solution to the problem, then, demands 
compromise and compromise has led to the present dilemma.
The purpose of this study is to arrive at a method 
of treating capital gains and losses which satisfies each 
of the goals of the tax system while remaining politically 
and mechanically practical. In an effort to put the 
pertinent aspects of the problem in perspective, the study 
reviews the historical development and the present status 
of the law (both in the United States and elsewhere), 
the nature of capital gains and losses, and the various
proposals for reforming the existing law.
The conclusion of the study is that capital gains 
and losses fall within broad definitions of income and that 
a substantial portion of them are included even in narrow 
definitions. With respect to taxpaying capacity and 
economic function they are undistinguishable from other 
types of income. Capital gains and losses should be 
included in full as taxable income at the point of realiza­
tion and realization should be broadened to include the 
transfer of capital assets by gift or at death. At the 
same time the progressive rate structure should be lowered 
and provisions should be made for a proration of gains 
and losses over a period equal to the holding period of 
the asset or five years, whichever is the shorter.
The taxation of income from all sources in the same 
manner will eliminate the large administrative problem 
caused by preferential treatment and significantly reduce 
the complexities of the law. Progression will be restored 
to capital gains taxation thus facilitating the equitable 
treatment of all taxpayers. The lowering of the overall 
rates combined with the elimination of the possibility of 
postponing or avoiding the tax completely through gifts 
or at death should minimize the economic interference of 
the tax. At the same time, the proration provision will
X
alleviate the problem caused by the "bunching of income."
The approach outlined above is not without opponents 
but it is entirely feasible from operational and political 
standpoints. If agreement cannot be reached on this 
fundamental reform measure, it would still be possible 
to make worthwhile improvements in the capital gains area. 
The most urgent step is to provide for the taxation of 
capital gains at the point of transfer by gift or at death. 
This relatively simple step would do more to facilitate 
equity and to eliminate economic interference than any 
other single move. Indications are that major reform will 
be slow in coming but that problems created because of 
the gift and death situation will be eliminated by Congress 
in the near future.
CHAPTER I
INTRODUCTION
The taxation of gains and losses from transactions 
involving capital assets presents one of the most prominent 
and more controversial questions in the field of taxation. 
The problem has been recognized for half a century during 
which time numerous writers have explored the area and 
provided suggestions which were intended to bring about 
an early solution. In spite of this, in the United States 
and elsewhere, the history of capital gains taxation is a 
record of experiment, dissatisfaction, change, and more 
dissatisfaction. Through the years, capital gains and 
losses have been dealt with in strikingly different ways 
and, as indicated by the recommendations of the Johnson 
Administration, recent actions by Congress and the 
literature of the field, the present system is still 
unsatisfactory.
Problems of the Present System
The failure to tax unrealized capital gains and the 
allowance of indefinite postponement through gift or 
complete avoidance of the capital gains tax through death 
result in a major shortcoming of the law; that is, the 
majority of capital gains are not subject to tax at all. 
Also due to this shortcoming, gross discriminations arise
between taxpayers who choose to realize their gains and 
those who prefer to retain appreciated assets. This is 
particularly true if appreciated assets are held until 
death. These same provisions (or lack of provisions as 
the case may be) result in the so-called locked-in effect 
on investments and the tax avoidance due to reinvested 
corporate earnings.
Another major problem area under the present capital 
gains provisions stems from the rate discrimination or 
preferential treatment extended to long-term capital gains. 
Since realized net capital gains are heavily concentrated 
in the hands of higher income taxpayers, preferential 
treatment creates an inequity in favor of the higher 
income taxpayers directly at the expense of the lower 
income taxpayers. The result is that the capital gains 
tax is actually regressive. Preferential treatment is 
also responsible for most of the complexities involved in 
the capital gains law. To provide special treatment for 
capital gains (as opposed to ordinary types of income) 
requires distinguishing definitions which are necessarily 
arbitrary and subject to manipulation. Tremendous amounts 
of time and energy are spent each year by both the 
taxpayers and the government due to the incentive provided 
by preferential treatment; the former in efforts to convert 
ordinary income into capital gains and the latter in
efforts to prevent the former from being successful.
Other shortcomings of the present law include the 
discrimination between long-term and short-term gains, 
the failure to make allowances for the "bunching of 
income," and the practice of Congress of bestowing capital 
gain status to taxpayers who press their claims.
Purpose of this Study
This study has as its purpose the exploration of 
the capital gains problem with a view toward arriving at 
a conclusion as to whether or not the concept of taxable 
income should include capital gains and losses, and, if 
so, the determination of the most suitable method of 
taxation.
Approach to the Study
In providing a basis for conclusions concerning 
the handling of capital gains and losses, the study 
reviews the historical development of the law, the present 
provisions of the law, and the experiences of other 
countries with capital gains taxation. Also the nature 
of capital gains and losses and the various proposals 
for reforming the law relating thereto are presented.
The historical development of capital gains 
taxation is necessary in order to secure an understanding 
of the circumstances under which the capital gains tax
arose; to determine what types of provisions were employed 
at various times; and, to evaluate the relative success 
of each system employed. From this study some tentative 
conclusions may be reached as to the strengths or weaknesses 
of various approaches, at least in the particular cir­
cumstances which were present at the time. Also, since 
precedents often play an important role in income tax 
law, the historical review yields some information as to 
what these precedents are and what course Congress is likely 
to take in the future. Chapter II deals with the historical 
development.
A thorough review of the present capital gain and 
loss provisions is necessary as a point of reference.
In discussing the problems of the system or in contrasting 
the United States' system with those of other countries, 
for example, a knowledge of the structure of the gain and 
loss provisions is useful. It should be recognized that 
the section of the law relating to capital transactions 
represents one of the most sophisticated approaches to 
taxation that has ever been devised. This review, presented 
in Chapter III, provides insight into the intricacies 
and complexities of the law in this area.
Any effort to develop a sound and constructive 
method for treating capital gains and losses should include 
a consideration of other countries and their experiences
in the area. The adage that one should profit by the 
experiences of others is applicable in this case. Of 
course, due to the differences in circumstances in other 
countries it is not possible to draw firm conclusions 
about the relative merits of a particular system with 
respect to how it might work in the United States. A 
satisfactory approach in one country may not be an 
appropriate solution elsewhere. However, a review of 
capital gains taxation in other countries is useful even 
though any conclusions reached must be regarded as 
tentative. Another important aspect of foreign taxation 
that provides valuable insight is the trend of the 
treatment of capital transactions. The study points 
out the more recent changes in order to determine the 
type of efforts which are being made by others to derive 
a satisfactory system. Chapter IV is a review of the 
handling of capital gains and losses in selected countries.
The study shows the causes of the phenomenon that 
is defined in the Code as capital gains and losses. It 
approaches from a theoretical standpoint the underlying 
sources of the subject which has caused so much controversy. 
In this way the economic and social effects can be seen 
and a conclusion reached as to how they should fit into 
the tax picture. The study also considers the practical 
aspects and, based on what is theoretically valid and
what is practically expedient, attempts to reach conclusions 
regarding workable solutions that satisfy, to the extent 
possible, the goals of our tax s y s t e m . T h e  theory of 
capital gains and losses is discussed in Chapter V.
In trying to fit together an attainable solution 
to the capital gains problem that will combine theory and 
practice, the various proposals for reforming the law are 
reviewed in Chapter VI. As indicated earlier, the problem 
has been explored by numerous students of taxation and 
the result has been a number of alternative proposals.
With the groundwork already laid in previous sections of 
the study it is possible to evaluate the proposals. The 
good and bad features of each proposal serve as a guide 
in deriving a new proposal for the reform of the treatment 
of capital gains and losses.
In Chapter VII the writer formulates his conclusions 
on how the troublesome area can best be dealt with. The 
chapter includes a specific reform proposal and the writer's 
estimate of the future course for the treatment of capital 
gains and losses in the United States.
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CHAPTER II
HISTORICAL DEVELOPMENT OF CAPITAL 
GAIN AND LOSS PROVISIONS
Early tax laws in the United States consisted of a 
few comparatively simple statutes. No specialist was 
needed to determine "gross income," to subtract a few 
allowable deductions, and to apply the relatively low 
tax rates in order to determine the amount of Federal 
income tax liability. It is common knowledge that the 
statutes have multiplied and taken on a degree of com­
plexity with which few people are able to cope. Further, 
there seems to be no end to this process which, if allowed 
to continue, will preclude American taxpayers and even 
their advisors from carrying out the annual settlement 
with the government. Congressmen, practitioners, and 
academicians with one voice have called for an end to 
this process of complexity. For various reasons (most 
are of a political nature) compromise rules over principle 
and the process continues.
The legislative history of capital gains taxation 
may be divided into six periods. During the first period, 
which begins with the enactment of the first income tax 
law in 1861 and extends through 1872, various acts of 
Congress were in force. Generally, the laws of this
period made no distinction between "ordinary income" and 
"capital gains." The tax rates which were applied were the 
same. However, only gains which arose from the sale of 
real estate which had been purchased in the same year 
were taxed. The forty-year period from 1872 up to and 
including 1912 saw the individual completely escape any 
form of income taxation. Corporate income including capital 
gains was taxed beginning in 1909. The primary reason for 
this extended period with no income tax was a Supreme 
Court decision in 1895 which declared the income tax 
unconstitutional. The third period extends from 1913, 
the year the structure for our modern tax law was intro­
duced, through 1921. During this period, capital gains 
of all types were taxed the same as income from any other 
source. The handling of capital losses changed several 
times in this interval. The fourth period began with 
the first attempt to delineate "ordinary income" from 
"capital gains." This started with the taxable year 1922 
and continued until 1934. Here a maximum rate of 12.5 per 
cent was applied to long-term transactions. Short-term 
transactions were taxed as ordinary income and capital 
loss policy continued to vary. The fifth period, which 
applied to the taxable years from 1934 to 1938 inaugurated 
a plan whereby capital gains and losses were to be included 
as ordinary income at a specified percentage based on the
holding period of the various assets involved. Capital 
losses in these years were deductible to the extent of 
capital gains plus $2,000. The sixth and final period, 
which began with the Revenue Act of 193 8 and is basically 
unchanged today, provides for taking gains and losses 
into account on a percentage basis with the application 
of an alternative maximum flat rate. Policy with respect 
to capital losses has fluctuated widely in this latest 
period. Capital losses have been severely restricted at 
one point and allowed liberally at another.
First Period: 1861-1872
The first proposal to levy a federal income tax
was made in January, 1-815, by Secretary of the Treasury
Dallas.^" It was made under pressure created by the War of
1812 and, according to Professor Seligman, had the war
lasted a few months longer, our first income tax would
date back to 1815. As it was, the war ended and the
need for internal taxes was eliminated. As a result
2the whole revenue system was abolished. Not until the
^American State Papers, vol. VI (Washington: Gales
and Seaton, 1832), p. 887. In his report to the Committee 
on Ways and Means, Secretary of the Treasury Dallas 
enumerated several proposals for increasing revenues. He 
concluded by saying "An income tax may be easily made to 
produce $3,000,000."
2Edwin R. A. Seligman, The Income Tax (New York:
The Macmillan Company, 1911), p. 430.
10
financial burden of the Civil War did Congress see fit 
to impose an income tax. The first became effective in 
1862; this was 73 years after the adoption of the Consti­
tution .
The Act of August 5, 1861 provided for an income 
tax of 3 per cent on all incomes of over $800, after 
deducting all federal, state and local taxes. The tax 
was to be levied on income for the year closing December 31,
31861, and was to be paid on or before June 30, 1862.
Due to the opposition of Secretary of the Treasury Chase 
(he took no steps to collect the tax) and since the bill 
as passed was inadequate for the revenue needs, Congress 
repealed the 18 61 Act before any collections were made.
It was replaced with the Act of July 1, 1862 which gained 
the distinction of being the first federal income tax 
law to go into effect.
The 18 62 Act placed a duty of 3 per cent on incomes 
up to $10,000, $600 to be exempted in all cases. Special 
rates applied to American citizens residing abroad and to 
income derived from securities of the United States 
Government. Deductions allowable were national, state, 
and local taxes paid during the year and all gains, 
profits, or incomes derived from manufactured articles
"^Act of August 5, 1861, 12 Stat. 309-10.
11
4upon which stamp or ad valorem duties were levied. This 
last deduction was repealed in 1863 since it would have 
meant an exemption for all business incomes which were
5derived from dealings in manufactured articles. The 
tax under this Act was to be levied for the taxable years 
ending 1862 through 186 6.
Congress did not intend these acts to spell out the 
letter of the law. Rather, they vested in the newly 
created position of Commissioner of Internal Revenue the 
authority to prepare instructions and regulations needed
g 1
to carry out the law. It was through a ruling of the 
Commissioner that the law was interpreted to include 
"gains or profits realized from the sale of property 
during the year 1862, which property was purchased before 
the excise law went into effect, shall be returned as
7income for the year 1862." Little care or discussion was 
connected with the income tax aspects of the Act (probably 
because it represented a very minor portion of the total 
from a revenue standpoint); thus it is not known whether
^Act of July 1, 1862, 12 Stat. 474.
^Act of March 3, 1863, 12 Stat. 718.
^Act of July 1, 1862, 12 Stat. 432.
7Decisions Published by Office of Internal Revenue 
to January, 1871 (Washington; Office of Internal Revenue, 
1871) , p. 59.
12
or not Congress originally intended to include capital 
gains. Neither the law nor the regulations had contained 
specific reference to capital gains and losses, though 
the language of the Act was obviously broad enough to 
include them.
Congress expressed its dissatisfaction with the 
turn of events in the Revenue Act of 1864. Here it was 
provided that gains and losses from sales of real estate 
should be taken into account only when realized from 
property which had been acquired within the preceding 
year. This time Congress clarified its intention by 
expressly including in "annual gains, profits, or income" 
to be subject to tax "all income or gains derived from 
the purchase and sale of stocks or other property, real
gor personal . . . "  In 1867 the law was expanded to include
gains from real estate acquired during the two preceding
9 10years. The Revenue Act of 1870 carried the same
definition of income as the 1867 Act. It was the last
of the income tax laws necessitated by the Civil War.
The 1870 Act expired in 187 2.
During the period 1862 through 1872 capital gains
^Act of June 30, 1864, 13 Stat. 223. 
^Act of March 2, 1867, 14 Stat. 471-87. 
"^Revenue Act of 1870, 16 Stat. 256-62.
were taxed in the same manner as income from other sources. 
The only preferential treatment was the exemption of gains 
from property which had been acquired more than two years 
prior to its sale and the exemption of gains from personal 
property. The rates applicable to these gains varied from 
a low of 3 per cent under the 1862 Act to a high of 10 per 
cent under the Acts of 18 64 and 1867. It is interesting 
to note that one author observed about the income taxes 
of this period that "the law would have operated more 
justly if a difference in rates had been made between 
incomes from labor and incomes from invested capital."^ 
This observation was made in 1914 prior to any preferential 
rate treatment by any federal income tax. Another point 
of interest in this period revolved around-an area that 
is still a current problem, that is, whether the tax on 
capital gains should apply to realized gains only or should 
be broadly interpreted to include all gains, whether 
realized or unrealized. One historian points out that 
treatment by the Internal Revenue Service in the earliest 
years is not clear. However, due to the wording of the 
18 67 Act, it is apparent that an attempt had been made to 
tax unrealized gains in some areas. The law required the
"^Harry E. Smith, The United States Federal Internal 
Tax History From 1861 to 1871 (New York: Houghton Mifflin
Company, 1914), p. 97.
14
farmer to report only the income realized from sales of
livestock and not that from the increased value of the
12livestock, whether sold or unsold.
Second Period: 1873-1912
A period of almost two decades intervened before 
circumstances arose which caused Congress to revert to an 
income tax. When President Cleveland included an income 
tax in his revenue proposal to Congress in December, 1893 
a great debate began. In the case of the Civil War acts 
an emergency was at hand and very little debate was 
necessary for Congress to make its decisions. Now the 
same urgency for a revenue measure was not present and the 
bill was discussed heatedly on the floor of the Senate 
for six days. With the help of a number of amendments 
from the Senate the bill became law on August 28, 1894.
The income tax portions of the Act of August 28, 1894
were copied, with a few important exceptions, almost word
for word from the tax laws of the Civil War period. The
tax was to apply to net income in excess of $4,000.
Income included profits realized from the sale of real 
estate when the real estate had been purchased within 
the two previous years. Again gains relating to sales
12Sidney Ratner, American Taxation (New York: 
W. W. Norton & Company, Inc., 1942), p. 116.
15
of personal property were excluded from the definition
.. . 13of income.
When the time came for the enforcement of the 1894 
law, comprehensive preparations were made by the Internal 
Revenue Service and offices for the collection of the tax 
were opened in the principal cities. But scarcely had the 
declarations of income begun to be made when the tax was
attacked as unconstitutional, and within a short time it
14was declared invalid by the Supreme Court. In the
15Pollock v. Farmers' Loan and Trust Company decision
the court held the act unconstitutional on the ground
that the tax was a direct tax which could be valid only
if apportioned among the states in proportion to population.
Interest in the income tax continued after the
Supreme Court decision. Its proponents included President
Roosevelt in 1908, when he recommended to Congress the
16passage of a direct income and inheritance tax. Senator 
Taft also strongly favored the income tax but felt that
■^Act of August 28, 1894, 28 Stat. 553-69.
14 Seligman, 0 £. cit., p. 529.
15157 U. S. 429, 15 Sup. Ct. 673 (1895); 158 U. S. 
601, 15 Sup. Ct. 912 (1895).
1 6Theodore Roosevelt, Presidential Addresses, vol. 7 
(New York: Collier Company, 1910) , pp. 1597-1638.
17it would not be valid without a constitutional amendment.
As a substitute for the general income tax, Congress passed 
the Corporation Excise Tax Act of 1909. This Act was 
presented in the form of an amendment to the Tariff Act 
of 1909 and is unusual because it was first introduced 
in the Senate. The law was drawn with special care to 
bring it within the protective coloration of an 1895
19Supreme Court decision which had upheld an excise tax.
Thus Congress accommodated itself to the high court's
decision, at least so far as corporations were concerned,
by imposing a tax on the privilege of doing business in
the corporate form. The amount of the tax was to be
1 per cent of the net income in excess of $5,000. Net
income was to be ascertained by deducting from gross income
all ordinary and necessary operating expenses, losses
sustained during the year, all taxes and dividends from
20stock of taxable corporations.
21This law was held to be constitutional in 1911 
and in another decision relating to the Act, the Supreme
17Archie Butt, Taft and Roosevelt, vol. 1 (Garden 
City, N. J . : Doubleday Doran and Company, 1930), p. 134.
1 ftAct of August 5, 1909, 36 Stat. 112.
19Spreckles Sugar Refining Co. v. McClain, 192 U. S. 
397 (1904).
“̂ Tariff Act of 1909, 36 Stat. 113-118.
^ Flint v. Steve-Tracy Company, 220 U. S. 107 (1911).
17
Court upheld the inclusion of realized gains derived from
22appreciation of property values as part of taxable income.
As in earlier acts, Congress left the wording of the law 
broad enough to include capital gains and losses in taxable 
income, but was not specific. The high court decision was 
required to make it clear that capital gains and losses 
were taxable under the 1909 Act. This corporate excise 
tax applied to taxable years 1909 to 1912 and the first 
two months of 1913. The need for it ceased with the 
adoption of the Sixteenth Amendment and the passage of the 
Revenue Act of October 3, 1913 which provided for a general 
income tax to be applied to income received or accrued 
from March 1, 1913.
Third Period: 1913-1921
The intention of Congress in proposing the Sixteenth 
Amendment was to confer upon itself the power to tax 
incomes from whatever source derived. Final action came 
on July 12, 1909 in the form of a resolution: "Article XVI.
The Congress shall have power to lay and collect taxes on 
incomes, from whatever sources derived, without apportion­
ment among the several states and without regard to any
22Doyle v. Mitchell Brothers Company, 247 U. S. 179
(1918).
18
23census or enumeration." Ratification of the amendment
was not complete until February, 1913. During the first
two months of 1913 eight states ratified the amendment.
This made a total of forty-two or six more than the
three-fourths majority required by Article V of the
Constitution. On February 25, 1913, Secretary of State
Knox certified that the Sixteenth Amendment had become
24a part of the Constitution.
Our present series of income tax laws begins with
25the first act passed, the Tariff Act of October 3, 1913, 
which included provisions for an income tax. This act 
repealed the corporation excise tax law as of February 28, 
1913 and provided that income received thereafter would 
be taxed under the new law.
The 1913 Act levied a normal tax of 1 per cent on 
the taxable income of every citizen of the United States.
An additional surtax with graduated rates was levied on 
the amount of taxable net income over $20,000. The surtax 
rates ranged from 1 per cent for taxable incomes from 
$20,000 to $50,000 to 6 per cent on all taxable income
23Congressional Record, 61st Cong., 1st Sess.,
1909, vol. 44, p. 3900.




over $500,000. The tax applied'to individuals as well 
as corporations except that individuals were provided 
personal exemptions and corporations were not subject to 
the surtax. Net income as defined in the Act has been 
essentially the same in all of the subsequent acts. The 
following paragraph is taken from this Act:
That, subject only to such exemptions and deduc­
tions as are hereinafter allowed, the net income 
of a taxable person shall include gains, profits, 
and income derived from salaries, wages, or compen­
sation, or personal service of whatever kind and in 
whatever form paid, or from professions, vocations, 
businesses, trade, commerce, or sales, or dealings 
in property whether real or personal, growing out 
of the ownership or use of or interest in real or 
personal property, also from interest, rent, divi­
dends, securities, or the transaction of any lawful 
business carried on for gain or profit, or gains or 2g 
profits, and income derived from any source whatever.
Gains, profits or income derived from sale or 
dealings in property whether the property was real or 
personal were specifically included in net taxable income.
In the same section a general provision was made for the 
deduction of losses "incurred in trade" but no provision 
was made for losses incurred outside of the "in trade" 
definition. The result was that the Treasury treated 
all profits from sale of property the same as income derived 
from any other source, (that is, they were subject to the 
same tax rates and were allowed no special exemption or
26Ibid., 167.
exclusion).
In the discussion of the bill the problem of capital
gains and losses, particularly as involved in the sale of
real estate and securities, came up for only slight
discussion. The author of the bill, Representative Cordell
Hull, gave assurance that the bill would apply only to
27purchases and sales made within the same year. The bill
as passed made no mention of this and it is not clear as
to how the Treasury Department handled this matter.
However, the 1916 Act seems to have clarified the issue
by requiring that the basis for determination of the amount
of gain or loss for property acquired prior to March 1, 1913
would be the fair market value as of March 1, 1913. This
indicates that the practice -was to tax capital gains
regardless of the holding period.
Just as each of the preceding income tax laws were
tested in the courts, the 1913 law was challenged. The
law was declared constitutional by the Supreme Court in
January, 1916, in the case of Brushaber v. Union Pacific
2 8Railroad Company.
The Revenue Act of 1916 had as its principal aim
27Congressional Record, 63rd Cong., 1st Sess., 1913, 
vol. 50, p. 513.
28240 U. S. 1 (1916).
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the raising of revenues in order to prepare for World
War I. This was accomplished primarily by the increasing
of the tax rates for individuals and corporations. Since
there was no distinction between capital gains and ordinary
income this meant an increase in the tax rates applicable
to capital gains. It also included a number of technical
changes that were required because of inequities created
under the 1913 Act. One change was to liberalize the
treatment of losses from capital transactions entered into
for a profit but not connected with a trade or business.
The 1916 Act made these losses deductible but in an amount
29"not exceeding the profits arising therefrom." At this 
point, profits derived from casual type investments, not 
connected with trade or business were fully taxable; 
losses of the same type were deductible but only to the 
extent of gains.
The demands of World War I required significant 
increases in the income tax rates but did not alter the 
provisions relating to capital gains. The burden of the 
war debt continued to be heavy and the Revenue Act of 1918 
raised the tax rates to the highest level up to that time. 
This Act further liberalized the deductions for capital 
losses. It provided that all losses incurred in any
29Revenue Act of 1916, 39 Stat. 759.
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transaction entered into for a profit were deductible,
3 0even though they exceeded the amount of the capital gains.
It also marked the beginning of our present-day loss carry­
back and carry-forward provisions.
Fourth Period: 1922-1933
For the first time since the enactment of the modern
income tax law in 1913, capital gains were given special
treatment under the Revenue Act of 1921. The capital gain
provision was originally designed to save from the
prohibitive surtaxes profits of individuals derived from
the sale of capital assets representing an increment in
31value over a period of two or more years. Although 
the wording of the law was not specific and the intent of 
Congress was to the contrary (as indicated by the Committee 
Reported cited in footnote 31), the Treasury had held 
that a capital gain should be taxed in its entirety 
in the year of sale. This treatment was called for 
regardless of the length of the holding period or the 
period of time over which the gain accrued. Arguments 
were presented to the effect that this ruling had prevented 
many sales and thus had deprived the government of
30Revenue Act of 1918, 40 Stat. 1067.
31Report of the Committee on Ways and Means, House 
Report No. 350, 67th Cong., 1st Sessl TWashington: United
States Government Printing Office, 1921), p. 10.
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32 .revenues. In an effort to correct this situation Congress
introduced the capital gains clause and for the first time' 
defined the term "capital assets." Included in the defini­
tion was "property acquired and held by the taxpayer for 
profit on investment for more than two years (whether or 
not connected with his trade or business)" but not 
"property held for personal use or consumption of the 
taxpayer or his family, or stock in trade of the taxpayer 
or other property of a kind which would properly be included
in the inventory of the taxpayer if on hand at the close
33of the taxable year."
The Act divided gains from capital transactions 
into two categories, the first consisting of gains from
assets held for more than two years, and the second of
gains from assets held for two years or less. The 
second category, referred to as "short-term" gains, 
were to be taxed in full at the normal and surtax rates. 
Short-term losses were to be deducted in full in computing 
net income. The special treatment was reserved for the 
first category or gains from "long-term" transactions.
The net of the long-term transactions, if a gain, could be 
taxed at a rate of 12 1/2 per cent instead of the higher
32Ratner, o j d. ext. , p. 408.
^Revenue Act of 1921, 42 Stat. 233.
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surtaxes that would apply in the higher brackets. The tax­
payer making this election, however, could in no case pay a 
tax of less than 12 1/2 per cent of his total net income.
The Act provided that a net loss from long-term transactions 
could be fully deducted against ordinary income.
Since the corporate tax rate was to be at the 
12 1/2 per cent level at the time when this law was to go 
into effect, there was no point in providing special 
treatment for corporations. Consequently, the special
34capital gains provisions were made inapplicable to them. 
Corporate capital gains continued to be taxed as ordinary 
income with capital losses treated as a deduction from 
ordinary income.
Several other significant changes relating to capital 
gains and losses came about in the 1921 Act. First, in 
an effort to prevent the evasion of income tax by gifts 
of appreciated property, it was provided that the basis 
for determining gain or loss in the case of property 
acquired by gift after December 31, 19 20 was to be the 
same as the basis of the property in the hands of the 
donor. Prior to this, the Treasury had ruled that the 
basis to the donee was fair market value at the date of 
gift. The result was that the capital gains tax could be
25
avoided where appreciated property was transferred in the
form of a gift. Second, certain exchanges pursuant to
corporate reorganizations were exempted from tax.
The opportunity for tax avoidance created by the
1921 legislation in allowing unlimited deductions for net
capital losses was obvious to many. As early as 1922 an
35amendment was proposed to limit the loss deductions. 
Congress took no action on this until 1924. The Revenue 
Act of 1924, a major tax reduction act, included several 
technical changes relating to capital gains and losses. 
Section 208(c) limited the amount by which tax could be 
reduced by capital losses to 12 1/2 per cent of such 
losses (12 1/2 per cent was the maximum tax rate applicable 
to capital gains at that time). It also removed the 
stipulation that in no case could the total tax be less 
than 12 1/2 per cent of total taxable income.
The 1924 Act included the first change in the 
definition of capital assets as set out in the 1921 Act. 
This has proved to be the beginning of a long series of 
changes in this definition. The definition [Section 208(a) 
(8)] no longer required that assets must have been acquired
35Report of the Committee on Ways and Means, House 
Report No. 1388, 67th Cong., 4th Sess. (Washington: United
States Government Printing Office, 1923), p. 2.
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for a profit or investment. It eliminated the exclusion
of "property held for personal use or consumption of the
taxpayer of his family." The Senate Finance Committee
indicated that this definitional change was primarily to
allow taxpayers selling residential property to be taxed
3 6under the capital gains section.
Other important capital gains provisions of the 1924 
Act had to do with the alteration of the carry-forward 
provisions and the prevention of the use of reorganiza­
tions to attain a "stepped-up basis" for purposes of 
depreciation or for calculation of gains and losses in 
case of sale or distribution of the assets.
The Revenue Act of 1926, which further reduced the 
tax rates applicable to individuals and increased the 
corporate rate from 12 1/2 per cent to 13 1/2 per cent, 
contained only minor changes in the provisions for 
treatment of capital gains and losses. It is interesting 
to note here that, since the inception of the 12 1/2 per
cent maximum rate for capital gains in 1921, the tax rates
37applicable to individuals had been steadily reduced.
Report of the Committee on Finance, Senate Report 
No. 398, 68th Cong., 1st Sess. (Washington: United States
Government Printing Office, 1924), p. 22.
37Rate reductions were made in 1924 and 1926. From 
1921 to 1926 the maximum combined normal and surtax was 
reduced by more than 50 per cent.
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No corresponding change had been made in the capital 
gains rate. As one might surmise and, as writers of the 
period indicate, there was a great deal of pressure for a 
reduction in the capital gains rate. However, no action 
was taken in this direction.
The only bearing the 192 8 legislation had on capital 
gains and losses was an indirect one relating to corpora­
tions. The corporate tax rate was lowered from 13 1/2 per 
cent to 12 per cent and, since there was at that time no 
special treatment for capital gains and losses of corpora­
tions, this meant a reduction in the rates applicable to 
corporate capital transactions.
The decreases in Federal revenues occasioned by 
the Great Depression and the lack of corresponding 
decreases in Federal expenditures brought about the 
Revenue Act of 193 2. The rates applicable to both 
individual and corporate taxpayers were increased and 
several technical changes were made in an effort to 
bolster tax revenues.
The collapse of security prices had yielded large 
amounts of deductible losses which seriously contributed 
to the depletion of the Federal tax revenues. The Ways 
and Means Committee indicated that "many taxpayers had 
been completely or partially eliminating from tax their 
income from salaries, dividends, rents, etc., by deducting
therefrom losses sustained in stock and bond markets with
3 8serious effect upon the revenue." Thus the 1932 Act
included provisions to further restrict the deducting of
losses on the sale of capital assets in arriving at net
taxable income. The restriction applied only to short-term
transactions involving stocks and bonds. Losses arising
from the sale or exchange of securities which had been
held two years or less were to be deductible "only to the
39extent of the gains from such sales or exchanges."
Since the limitation applied to corporate as well as
individual taxpayers, this marked the first time that any
special treatment of capital gains and losses had been
applied to corporations. The Act did provide that losses
which were disallowed in one year due to this restriction
could be carried over as an offset against gains from such
sales in the following year (this carryover was to be
limited to the amount of taxable income in the year the
4 0loss was disallowed). However, the carryover provision 
never became operative; it was repealed by the National 
Industrial Recovery Act of 1933.
38Report of the Committee on Ways and Means, House 
Report No. 708, 72nd Cong., 1st Sess. (Washington: United
States Government Printing Office, 1932), pp. 12-13.
39Revenue Act of 1932, 47 Stat. 183.
40Ibid.
Fifth Period: 1934-1938
The Revenue Act of 193 4 introduced a new method
for treatment of the capital gains and losses of individuals
This method gauged the tax liability to the holding period
of the assets. The change was brought about by the
recommendations of a Joint Committee on Internal Revenue
41Taxation published in 1933. The Committee considered 
the capital gains area to be a major problem. The main 
criticisms of the existing method were that the benefits 
to be derived were available to a very small group of 
taxpayers with very high taxable incomes and that the 
law failed to differentiate among gains derived from assets 
held for different lengths of time. The report suggested 
a plan for complete revision which Congress adopted with 
some modification.
The Act as passed included a new Section 117 
entitled "Capital gains and losses." Under this section 
gains and losses of individuals from the sale of capital 
assets were to be recognized according to the following 
percentages:
41 "Prevention of Tax Avoidance," House Committee 
Print, 73rd Cong., 2nd Sess. (1933).
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Percentages of gain 
Period assets held included
in ordinary income
1 year or less 100
over 1 year but not over 2 years 80
over 2 years but not over 5 years 6 0
over 5 years but not over 10 years 4 0
over 10 years 3 0
Capital gains computed in this way were to be included in
other net income and taxed at the full normal and surtax
rates. Capital losses were allowed as an offset against
capital gains of the same tax year; in addition, $2,000 of
the net capital loss in any one year could be offset
against ordinary income. As was true under the 193 2 Act,
the capital loss provisions applied to corporations as
well as individuals, but the special treatment of capital
42gains was limited to individuals.
The Revenue Act of 1936 continued the principle of 
including a percentage of taxable capital gains in income, 
the provisions being identical with those in the 1934 Act. 
The 1937 Act carried identical provisions with one addi­
tion under Title III - Disallowed Deductions. Here the 
sections defining losses from sales or exchanges of 
property were enlarged so as to disallow losses between:
42Revenue Act of 1934, 48 Stat. 714-5.
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members of a family; an individual and a corporation, 
more than 50 per cent of the stock of which was owned by 
the individual; two corporations, more than 50 per cent 
of the value of the outstanding stock of which is owned 
by the same individual; and, certain fiduciary relation­
ships. "
Sixth Period: 1938 to Present
As was the case with the 1934 Act, the rather
significant changes made in 1938 were brought about by
the recommendations of a subcommittee of the Ways and
Means Committee. Its report was submitted in January,
431938. Although Congress did not follow the Committee's
plan for reform too closely, the changes that resulted
were directed at the major problems which the Committee
pointed out. Important changes were made in the treatment
of individual capital gains and losses in order to meet
objections raised under the existing law due to the high
rates and sharp annual reductions of percentages of gain 
44taxable.
43 "Proposed Revision of the Revenue Laws, January 14, 
1938" Hearings Before the Committee on Ways and Means, 75th 
Cong., 3rd Sess. (Washington: United States Government
Printing Office, 1938), pp. 9-99.
^Ibid. , pp. 40-41.
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Short-term capital gains were redefined as profits 
from the sale of capital assets with a holding period of 
not more than 18 months and were taxable in full at the 
regular normal and surtax rates. Short-term capital 
losses were allowable only to the extent of short-term 
capital gains; however, a one year carryover provision 
was made for a net short-term capital loss. Long-term 
capital gains were broken into two categories. For assets 
with a holding period of more than 18 months but not more
than 24 months, 66 2/3 per cent of the gains was to be
recognized. For assets with a holding period of more 
than 24 months, 50 per cent of the gain was to be recog­
nized. At the same time an alternative method of determin­
ing the tax on long-term gains was introduced. This gave 
the taxpayer the option of including a net long-term 
gain, determined on the basis of the appropriate percen­
tages, with other income subject to the normal and surtax 
rates or of having the net gain taxed separately at a 
flat rate of 30 per cent. The taxpayer could choose the 
method which would yield the lowest tax liability. When 
the percentage inclusion and the maximum flat rate were 
taken into account the result was a maximum effective 
rate of 20 per cent (30 per cent times 66 2/3 per cent) 
for assets with a holding period of over 18 but not over 
24 months, and 15 per cent (30 per cent times 50 per cent)
for gains on assets with a holding period of over 24
months.
Thus the 1938 approach was a combination of the
1934 percentage inclusion method and the pre-1934 flat-
rate tax method. In a fashion similar to the gains
provision, net long-term capital losses, determined on the
basis of the appropriate percentage, could either be
deducted from other income or considered separately with
3 0 per cent of the allowable loss applying as a credit
against the tax liability computed on the basis of other
income. The method which applied was to be the one
which yielded the greater tax liability. There were no
provisions for the carryover of the non-deductible
45portion of a long-term capital loss.
The provisions described above applied solely to 
individuals. Capital gains of corporations were still 
treated as income from any other source and taxed at the 
regular rates (maximum rate was 19 per cent in 1938-39). 
Capital losses of corporations were deductible to the 
extent of capital gains. In addition, $2,000 of net 
capital loss could be used as an offset against other 
income. The restriction on the deductibility of corporate 
capital losses worked a hardship on many corporations due 
to the effects of the Great Depression. The Report of
45Revenue Act of 1938, 52 Stat. 501-2.
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the Committee on Ways and Means pointed out the need for
a relief provision and stressed the advantages that would
accrue to the taxpayer if he were able to offset against
ordinary income the full amount of losses from sales
46of depreciable property. In order to accomplish this
objective a change was made in the definition of capital
assets. Depreciable property used in trade or business
was excluded from the category of property constituting 
47capital assets. This meant that gains on dispositions
of depreciable property would be subject to tax as
ordinary income, but at the same time, such losses (which
were much more prominent than gains during this period)
would be fully deductible in the computation of net
taxable income.
As was indicated in the Report of the Committee
on Ways and Means, the 1938 change which took depreciable
property out of the capital asset category became a source
48of irritation for many corporations. The unfortunate
46Report of the Committee on Ways and Means, House 
Report No. 1860, 75th Cong., 3rd Sess. (Washington: United
States Government Printing Office, 1938), pp. 6-7.
47Revenue Act of 1938, 52 Stat. 500.
48Report of the Committee on Ways and Means, House 
Report No. 855, 76th Cong., 1st Sess. (Washington: United
States Government Printing Office, 1939) , p. 11.
result was that buildings and other depreciable real 
property were excluded from capital assets but land 
remained in the capital asset category. These classifica­
tions necessitated an allocation of sales proceeds between
49the improvements and the land. The Revenue Act of 193 9
circumvented this problem by making a distinction between
short-term (held less than 18 months) and long-term (held
18 months or more) losses of corporations. Net long-term
losses were to be allowable in full as an offset against
ordinary income. Short-term losses were to be handled
in the same way as individuals; that is, they were
available as offsets against short-term gains with a
provision for a one year carryover (limited to the amount
50of net income in the year of the net short-term loss).
The Act made no change in the treatment of the capital 
gains and losses of individuals or in the handling of 
capital gains of corporations. Both long- and short-term 
capital gains of corporations continued to be treated as
49The Revenue Act of 193 9 consolidated and codified 
the internal revenue laws of the United States. The result 
was titled the Internal Revenue Code. Acts subsequent to 
the Revenue Act of 1939 (and prior to the 1954 Code) 
constituted amendments to the 1939 Code. In 1954 the 
internal revenue laws were revised again and amendments 
since that time apply to the 1954 Code.
50Revenue Act of 1939, 53 Stat. 52 adding Int. Rev.
Code of 1939, Sec. 117(d).
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ordinary income subject to the regular tax rates.
A change in the definition of capital assets was 
made by the Revenue Act of 1941. Federal, state or local 
obligations issued after March 1, 1941, on a discount 
basis, and payable without interest at a fixed maturity 
date not exceeding one year from the date of issue were 
excluded from the category of capital assets. The amend­
ment was necessary in order to eliminate the requirement 
of having to make an allocation between the interest and
51capital gain or loss when the obligation was disposed of.
The first changes in the income tax brought about 
by World War II were incorporated in the Revenue Act of 
1942. The Act was designed to add revenues by increasing 
sharply the individual and corporate rates and by broadening 
the tax base. Material changes in the capital gain and 
loss provisions were also made. The changes were within 
the pattern adopted by the 1938 Act, but they were considered 
to be radical at that time. The holding period was 
shortened from 18 months to 6 months with a moderate increase 
in the maximum applicable rate, and a limitation was made 
in the extent to which capital losses could be offset 
against ordinary income.
51Revenue Act of 1941, 55 Stat. 698 amending Int.
Rev. Code of 1939, Sec. 117(a)(1).
52Revenue Act of 1942, 56 Stat. 843-6 amending Int. 
Rev. Code of 1939, Sec. 117.
Perhaps the most debated issue in the 1942 legisla­
tion was the holding period for long-term gains. Proposals
ranged from the elimination of the distinction between
53short- and long-term altogether to a six-month holding
period. The Ways and Means Committee drew the line between
54short- and long-term at 15 months. The Senate Finance
Committee advocated lowering the holding period to six
months in order to encourage the realization of capital
gains and thereby create added revenues. Also the
Committee felt that a holding period of six months would
be sufficient to deter the speculator as contrasted with
55the legitimate investor.
The 1942 Act made both long- and short-term capital 
losses allowable against both long- and short-term capital 
gains and the privilege of taking long-term capital losses 
as a deduction against ordinary income was discontinued 
(except to the extent of $1,000 per year allowed to 
individuals). The carryover privilege for the capital
53Report of the Committee on Ways and Means, House 
Report No. 7378, 77th Cong., 2nd Sess. (Washington: United
States Government Printing Office, 1942), p. 1187.
54Report of the Committee on Ways and Means, House 
Report No. 2333, 77th Cong., 2nd Sess. (Washington: United
States Government Printing Office, 1942), pp. 30-1.
55Report of the Committee on Finance, Senate Report
No. 1631, 77th Cong., 2nd Sess. (Washington: United States
Government Printing Office, 1942), p. 50.
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losses of individuals was set at five years. Corporations
were also given the privilege of a five year carryover
but the losses carried over could be offset only against
subsequent capital gains.
Due to the high level of corporate tax rates,
Congress provided an alternative tax computation for
corporations similar to that provided for individuals
under the 193 8 Act. Also, in keeping with the increase
in the surtax rates for individuals, the alternative flat
rate for individuals was increased from a maximum of 3 0 per
cent (effectively 15 per cent) to 50 per cent (effectively
25 per cent). The alternative method for corporations
provided an applicable rate of 25 per cent but the effective
57ceiling for both types of taxpayers was 25 per cent.
The 1938 Act, as noted above, had excluded "depre­
ciable property used in the trade or business" from the 
category of capital assets. The 1942 Act went further and
excluded from the definition real property used in the
5 8trade or business. The need for such a change was
^ Revenue Act of 1942, 56 Stat. 844 amending Int.
Rev. Code of 1939, Secs. 117(d) and (e).
57Revenue Act of 1942, 56 Stat. 843 amending Int.
Rev. Code of 1939, Secs. 117(b) and (c).
C Q Revenue Act of 1942, 56 Stat. 846 amending Int.
Rev. Code of 1939, Sec. 117(a).
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discussed in the Report of the Ways and Means Committee.
Its purpose was to provide the same treatment for buildings,
improvements and land so as to eliminate the allocation of
capital gain or loss between the improvements and the 
59land. After these assets were taken out of the capital
asset definition Congress went further and enacted a new
Section 117 (j) to provide special benefits to such property.
The new section permitted gains upon sales or exchanges of
property used in trade of business (held for more than
six months) and recognized gains from compulsory or
involuntary conversion of long-term assets to be treated
as capital gains, but losses (to the extent they exceed
6 0capital gains) should be treated as ordinary losses.
The approach to the taxing of capital gains and 
losses which was adopted in the 193 8 Act and transformed 
somewhat by the 1942 Act has remained essentially the same. 
However, numerous revisions have been enacted into the 
framework of the 194 2 taxing method. These revisions have 
primarily been in the area of the definition of capital 
assets, the method of offsetting capital gains and losses,
59Report of the Committee on Ways and Means, House 
Report No. 2333, 77th Cong., 2nd Sess. (Washington: United
States Government Printing Office, 1942), pp. 52-3.
fi 0Revenue Act of 1942, 56 Stat. 846 adding Int. Rev.
Code of 1939, Sec! 117(j).
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and the so-called "recapture of depreciation." In the 
following discussion the changes which have general appli­
cation will be reviewed; the remaining changes, while 
large in number, seem to be quite limited in their applica­
tion and interest and therefore will only be mentioned 
briefly.
The Revenue Act of 1943 extended provisions similar
to those provided for depreciable and real property used
in the trade or business to dealings in timber. That is,
there was an opportunity extended for limiting the tax
when a capital gain was involved while a net capital loss
61resulted in an ordinary loss.
Copyrights and literary, musical, or artistic
compositions in the hands of the creator or one taking
from the creator with his basis were excluded from the
6 2definition of capital assets. In addition, Section 117(m)
6 3was added to the Code in an effort to close a significant 
loophole involving so-called "collapsible corporations."
The collapsible corporation was described as "a device 
whereby one or more individuals attempt to convert the
61Revenue Act of 1943, 58 Stat. 46 adding Int. Rev. 
Code of 1939, Sec. 117(k).
62Revenue Act of 1950, 64 Stat. 932-3 amending 
Int. Rev. Code of 1939, Sec. 117(a)(1).
^Revenue Act of 1950, 64 Stat. 934-6.
profits from their participation in a project from income
taxable at ordinary rates to long-term capital gain
64taxable only at a rate of 25 per cent." Under the new 
provisions gain from the sale or exchange of stock in 
collapsible corporations became taxable as ordinary income 
if (a) the stockholder owned 10 per cent or more of the 
stock, (b) more than 7 0 per cent of the gain on the stock 
was attributable to the property produced by the corpora­
tion, and (c) the gain was realized within three years 
after the property was produced. The definition of 
collapsible corporations was set out in detail at Section 
117(m)(2).
The special treatment described above which was
afforded timber under the 1943 Act was extended by the
Revenue Act of 1951 to coal royalties,^ livestock,^
7and unharvested crops. Thus under certain circumstances 
capital gains from these items were taxed at the preferential
64Report of the Committee on Finance, Senate Report 
No. 2375, 81st Cong. 2nd Sess. (Washington: United States
Government Printing Office, 1952), pp. 88-91.
^Revenue Act of 1951, 65 Stat. 501 amending Int.
Rev. Code of 1939, Sec. 117 (3c) (2) .
C  £ Revenue Act of 1951, 65 Stat. 501 amending Int.
Rev. Code of 1939, Sec. 117(j)(1).
^Revenue Act of 1951, 65 Stat. 500 adding Int. Rev.
Code of 1939, Sec. 117(j)(3).
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rates while a net capital loss could be offset against
ordinary income. Section 329(a) of the 1951 Act set out for
the first time the conditions under which termination pay
received by an employee could be treated as being received
6 8in the sale or exchange of a capital asset. The Act
also provided that "capital gains" created by sales or
exchanges between certain related taxpayers would be given
69ordinary income treatment. A provision of the 1951 Act
which was widely applicable had to do with the elimination
of the two-for-one offset of short-term capital losses
against long-term capital gains. Prior to this time,
an individual taxpayer reduced his long-term capital gain
or loss by 50 per cent in determining the net capital gain
or loss. At the same time 100 per cent of the short-term
capital losses were taken into account. The result was
that one dollar of short-term capital loss served to
offset two dollars of long-term capital gain. This change
was accomplished by modifying the method of determining
70the alternative tax. Last but certainly not least, the
^Revenue Act of 1951, 65 Stat. 504-5 adding Int.
Rev. Code of 1939, Sec. 117(p).
69 Revenue Act of 1951, 65 Stat. 504 adding Int.
Rev. Code of 1939, Sec. 117(o).
70Revenue Act of 1951, 65 Stat. 499 amending Int.
Rev. Code of 1939, Sec. 117(c)(2).
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1951 Act increased the income tax rates. Corporate
rates were raised to a new high (total rate of 52 per cent
compared to the former 47 per cent). Also, the maximum
tax on capital gains went up from 25 per cent to 26 per cent
for corporations as well as individuals. The effective
dates for this increase were April 1, 1951 for corporations
and November 1, 1951 for individuals. The capital gains
71rate increases had a termination date of April 1, 1954.
Although the Internal Revenue Code of 1954 retained
the same method for determining capital gains and losses
and for computing tax liability as was applicable under
the amended 193 9 Code, it involved numerous changes.
These changes mainly dealt with the opportunity for
obtaining capital gain or loss treatment for certain types
of assets. Under certain conditions capital gains
treatment was extended to profits derived from the disposi-
72tion of patents, the sale or exchange of options if the
73option was a capital asset in the hands of the holder,
and gains on the sale of subdivided real estate where the
74taxpayer is not classified as a dealer. An exclusion
^Revenue Act of 1951, 65 Stat. 465, 471.
"^Int. Rev. Code of 1954, Sec. 1235.
^ I n t .  Rev. Code of 1954, Sec. 1234.
^4Int. Rev. Code of 1954, Sec. 1237.
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from the category of capital assets was made with respect
to accounts or notes receivable acquired in the ordinary
course of trade or business for services rendered or for 
75inventory. Several "loophole-closing" provisions
were added to prevent conversion of ordinary income into
7 6capital gain through the use of short sales and, with 
respect to original issue discount, through the redemption
7or retirement of bonds or other evidences of indebtedness. 
For the purpose of clarification, Section 1223 was added 
to the 1954 Code; it dealt with holding periods.
The major income tax changes in 1958 were embodied 
in the Technical Amendments Act of 1958. As indicated by 
the use of the word "technical" in the title of the act, 
many of the changes were merely corrections in language 
and other similar technical changes of very limited effect. 
The impact of the Act on the treatment of capital gains 
and losses was comparatively small.
The 1958 Act makes provision for deductibility as 
an ordinary loss rather than as a capital loss the losses 
on the sale, exchange, or worthlessness of a narrow class
^5Int. Rev. Code of 1954, Sec. 1221(4).
^Int. Rev. Code of 1954, Sec. 1233.
^In t .  Rev. Code of 1954, Sec. 1232.
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7 8of stock which is referred to as "small business stock."
The type of stock which qualifies is defined in detail at 
Section 1244(2). Only individuals could avail themselves 
of the special treatment and Section 1244(d) provides 
certain limitations to the amount of ordinary loss that 
can be taken. The obvious purpose of the new legislation 
was to encourage investment in certain small businesses.
Provisions relating to the treatment of bonds
7 9 8 0issued at a discount and short sales were further
tightened by the 19 58 Act in an effort to prevent the
conversion of ordinary income into capital gain.
The opportunities to depreciate property for tax
purposes at a rate which exceeds the actual economic
depreciation are quite apparent. This is particularly
true since the 1954 Code introduced as acceptable certain
accelerated methods for computing depreciation. President
Kennedy recognized this when in 19 61 he stated:
Another flaw which should be corrected at this 
time relates to the taxation of gains on the sale 
of depreciable business property. Such gains are
7 8Technical Amendments Act of 1958, 72 Stat. 1645-6 
adding Int. Rev. Code of 1954, Secs. 1242 and 1243. Also, 
Small Business Tax Revision Act of 1958, 7 2 Stat. 1676-8 
adding Int. Rev. Code of 1954, Sec. 1244.
79Technical Amendments Act of 1958, 72 Stat. 1642 
amending Int. Rev. Code of 1954, Sec. 1233(a)(2)(A).
8 0Technical Amendments Act of 1958, 72 Stat. 1643-4
amending Int. Rev. Code of 1954, Sec. 1233.
2.
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now taxed at the preferential rate applicable to 
capital gains, even though they represent ordinary 
income. . . .81
The Senate Finance Committee in considering a bill to
remedy the situation indicated "The taxpayer who has taken
excessive depreciation deductions and then sells an
asset, therefore, in effect, converted ordinary income
8 2into a capital gain."
President Kennedy recommended that "capital gains
treatment be withdrawn from gains on disposition of
depreciable property, both personal and real property,
to the extent that depreciation has been deducted for such
property by the seller in previous years, permitting only
the sales price over the original cost to be treated as 
8 3capital gain." This recommendation was implemented with 
important modification with the Revenue Acts of 1962 and 
1964.
84Section 124 5 provides generally, that gain from
81 "Special Message to the Congress on Taxation,
April 20, 1961," Public Papers of the Presidents of the 
United States - John F. Kennedy, 1961 (Washington: United
States Government Printing Office, 1962), p. 299.
8 2Report of the Committee on Finance, Senate Report 
No. 1881, 87th Cong., 2nd Sess. (Washington: United States
Government Printing Office, 1963), p. 95.
8 3"Special Message to the Congress on Taxation,
April 20, 1961," op. cit.
84Added to Int. Rev. Code of 1954 by the Revenue Act 
of 1962, 76 Stat. 1032-6.
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any disposition of depreciable personal property (excluding
livestock) during a taxable year beginning after December 31,
1962, is to be taxed as ordinary income to the extent that
it resulted from depreciation deductions allowed after
December 31, 1961. Important also was the provision that
this type of gain would be taxable "not withstanding any
8 5other provision" of the Internal Revenue Code. The 
section includes a detailed definition of "Section 1245 
property" and provides special handling for transfers by 
gift, bequest, pursuant to tax-free exchanges, or to a 
charitable organization.
This problem as it related to depreciable real 
property was not attacked by the 1962 Act since it was 
excluded from the definition of section 1245 property.
The Revenue Act of 1964 included a "recapture" provision 
that was concerned with depreciable real property. This 
provision was much less stringent than the one related 
to personal property which was described above.
The 1964 statute added Section 1250 to the Code.^^ 
This section generally provides that any gain on depreciable 
real property disposed of after December 31, 1963 to the
O CRevenue Act of 1962, 76 Stat. 1033 adding Int.
Rev. Code of 1954, Sec. 1244.
p C.Revenue Act of 1964, 78 Stat. 100-5 adding Int.
Rev. Code of 1954, Sec. 1250.
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extent the gain was created by depreciation deductions
(greater than those that would have been allowable under
the straight-line method) allowed after December 31, 1963,
will be taxed as ordinary income. The amount to be
"recaptured" as ordinary income will decline over a 10-year
holding period so that no ordinary income will result from
the disposition of real estate with a holding period of
more than 10 years. This section also applies notwith-
8 7standing any other provision of the Code. As in the 
case of Section 1245, special provisions were made for 
gifts, transfers at death and certain nontaxable trans­
actions .
Also, effective for taxable years beginning after 
1963, the capital loss carryover provision for individuals 
was liberalized. Prior to this revision individuals were 
allowed to carry a net capital loss over for five years.
The carry-forward loss was applied first against net short­
term capital gain, then against net long-term capital 
gain, and last against ordinary income to the extent of 
$1,000 per year ($2,000 per year on a joint return). The 
1964 Act gives individuals an unlimited carryover period 
but carryover losses are to be treated as long- or
O *7Revenue Act of 1964, 78 Stat. 105 adding Int.
Rev. Code of 1954, Sec. 1250(h).
short-term depending on whether they were long- or
8 8short-term in the year they were incurred.
O ORevenue Act of 1964, 78 Stat. 99-100 amending 
Int. Rev. Code of 1954, Sec. 1212(b)(1).
CHAPTER III
REVIEW OF THE PRESENT LAW
This chapter attempts, as concisely as possible, 
to present in meaningful form the major provisions of the 
law dealing with capital gains and losses. It is not 
within the purpose of the presentation to be complete and 
exhaustive; rather the purpose is to bring out the high­
lights. It is necessary to define and explain certain 
terms at the outset since they will be referred to later.
Definition of Terms
Capital Assets. The Code defines capital assets by
stating what they are not. It has been left to students
of the law and the courts to make positive statements
relating to what capital assets are. Section 1221 is the
sole definitive statement in the Code:
For purposes of this subtitle, the term 'capital 
asset1 means property held by the taxpayer (whether 
or not connected with his trade or business), but 
does not include-
(1) stock in trade of the taxpayer or 
other property of a kind which would 
properly be included in the inventory of 
the taxpayer if on hand at the close of 
the taxable year, or property held by the 
taxpayer primarily for sale to customers 
in the ordinary course of his trade or 
business;
(2) property, used in his trade or 
business, of a character which is sub­
ject to the allowance for depreciation
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provided in section 167, or real prop­
erty used in his trade or business;
(3) a copyright, a literary, musical, 
or artistic composition, or similar 
property, held by-
(A) a taxpayer whose personal 
efforts created such property, or
(B) a taxpayer in whose hands the 
basis of such property is determined, 
for the purpose of determining gain 
from a sale or exchange, in whole or 
in part by reference to the basis of 
such property in the hands of the 
person whose personal efforts created 
such property;
(4) accounts or notes receivable acquired 
in the ordinary course of trade or business 
for services rendered or from the sale of 
property described in paragraph (1); or
(5) an obligation of the United States 
or any of its possessions, or of a State 
or Territory, or any political subdivision 
thereof, or of the District of Columbia, 
issued on or after March 1, 1941, on a 
discount basis and payable without interest 
at a fixed maturity date not exceeding one 
year from the date of issue.1
Any property which is not included in the above exceptions 
constitutes a capital asset. After elimination of non­
capital assets, the principal types of capital assets are 
stocks and bonds held by an investor and personal assets 
such as a residence or an automobile. Whether or not 
property falls into the capital asset category depends
■'"Int. Rev. Code of 1954, Sec. 1221.
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solely on the type of property and the purpose for which 
it is held.
In connection with capital assets as well as the 
other terms defined herein, it should be noted that 
numerous tedious but important questions arise concerning 
the specific interpretation of such concepts as "property 
held by the taxpayer for sale to customers" or "property 
used in his trade or business, of a character which is 
subject to the allowance for depreciation." Such detailed 
handling is outside the scope of this paper. Clarification 
of these fine points can often be obtained by reference 
to the Federal Income Tax Regulations, the Treasury 
Department rulings of various types, and the precedent 
of decisions in the courts.
Section 1231 Assets. Property which is included
in the definition of Section 1231 Assets is comprised of
a group of assets which may be treated as capital assets.
This provision is a special concession in favor of
taxpayers since it treats some net gains (excess of
losses of a similar nature) as if they were capital gains.
At the same time, if net losses exceed net gains, the
taxpayer receives ordinary loss treatment. The items
2included in the Section 1231 category are:
2Int. Rev. Code of 1954, Sec. 1231.
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(1) Property used in a trade or business on which 
depreciation is allowable;
(2) Real property used in a trade or business and
not held regularly for sale to customers;
(3) Cut timber on which a taxpayer has elected to
report the gain at the time of cutting;
(4) Coal and timber royalties;
(5) Unharvested crops sold with land if the land has 
been held for more than 6 months;
(6) Livestock held by a taxpayer for draft, breeding 
or dairy purposes, for 12 months or more (but 
not poultry);
(7) Compulsory or involuntary conversion of any of 
the items (1) to (6) above (not including loss 
or condemnation of completely uninsured business 
property);
(8) Compulsory or involuntary conversion of capital 
assets (not including loss or condemnation of 
completely uninsured income-producing property) 
held for more than 6 months.
With the exception of unharvested crops (item 5 
above) and livestock (item 6 above), assets in these 
categories must have a holding period of more than 6 months 
in order to qualify for this special treatment. Cut timber 
(item 3 above) is the only asset for which Section 1231 
is elective. In determining the net gain or loss from 
Section 1231, transactions involving the other items listed 
must be taken into account. The largest component of 
property in this category of assets is depreciable property 
used in trade or business with a holding period of more 
than 6 months.
Ordinary Assets. The term "ordinary assets" does 
not appear in the Code. However, simple deduction indicates 
that all property falls into one of two categories; that 
is, property that receives some special treatment where 
gains and losses are involved and property that receives 
no special treatment. Capital assets and Section 1231 
assets encompass the special treatment category. Thus 
assets which are neither Capital assets or Section 1231 
assets receive no special treatment and shall be herein 
referred to as ordinary assets. A negative statement 
defining these assets can be derived from Section 1221 
and 1231. These sections define assets which receive 
special treatment. Any property specifically excluded 
from both of these sections falls into the ordinary 
asset category.
Both sections specifically exclude inventories, 
stock in trade, and property held for re-sale to cus-
3tomers. These items constitute the greater portion of 
ordinary-type assets. In addition, the capital asset 
definition excludes all depreciable and real property 
used in the trade or business. On the other hand, the 
definition of Section 1231 property includes all depreciable
^Int. Rev. Code of 1954, Secs. 1221(1) and 1231(b) (1) 
A and B.
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and real property used in the trade or business if held 
over 6 months. The result is that no special treatment 
is afforded depreciable or real property used in the 
trade or business which is held for 6 months or less.
Thus this letter property falls into the category of 
ordinary assets.
Sale or Exchange. Whether or not an asset disposed 
of was sold or exchanged is important since Sections 1222 
and 1231 indicate that special treatment for gains and 
losses is afforded only to assets disposed of through a 
sale or exchange. Thus special treatment of a gain or 
loss may depend on whether or not a sale or exchange took 
place. This needs further explanation since the terms as 
used by the Code are not synonymous with the definitions 
conventionally used by businessmen. Most, but not all, 
conventional sales or exchanges are treated as such by 
the Code. Problems often arise when a transaction is 
complicated so that its form is misleading. Businessmen 
often refer to transactions in terms of form or appearance. 
On the other hand, the Code generally ignores the form of 
a transaction and is based upon its substance. An example 
would be a formal leasing arrangement which in substance 
constitutes a sale.
Other transactions are included where a sale or
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exchange is definitely not involved but the transactions 
are somewhat similar to a sale or exchange in their effect.
Examples include the event of a security becoming worth-
4 5less, the retirement of bonds, the involuntary conversion
at a gain of Section 1231 Assets or Capital Assets (holding
period must be over 6 months), and the cutting of timber
7under certain conditions. Involuntary conversions to 
which the Code refers are those that result in "the 
destruction in whole or in part, theft or seizure, or an 
exercise of the power of requisition or condemnation or
g
the threat or imminence thereof." In order to meet the 
definition, the property must be converted into money or 
other property.
Holding Period. The importance of the length of 
the holding period is signified by the fact that this 
period determines in part whether or not an asset comes 
under the statutory definition of Section 1231 and it 
determines whether a gain or loss on the disposition of a
Int. Rev. Code of 1954, Sec. 165.
5Int. Rev. Code of 1954, Sec. 1232(a).
£
Int. Rev. Code of 1954, Sec. 1231(a).
7Int. Rev. Code of 1954, Sec. 631(a).
gInt. Rev. Code of 1954, Sec. 1231(a).
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capital asset is to be of the short- or long-term variety. 
Thus preferential treatment is dependent on the holding 
period. Since preferential and ordinary treatment are 
substantially different in terms of impact on tax liability, 
it is important to establish the exact holding period of 
property.
The holding period is computed by excluding the
day on which the asset was acquired and including the day
9 . . .on which it was disposed of. When dealing with securities
bought and sold through a stock exchange it is the trade 
date that becomes the acquisition or disposition date.
This is true regardless of when delivery or settlement is 
carried out."*"^ The Code'*''*' makes provision for a number of 
special cases where holding period does not follow conven­
tional form. Special rules apply to property transferred 
by the gift or at death, property acquired in a non-taxable 
exchange, the acquisition of a new residence replacing an 
old residence, and certain options to buy or sell property.
Recapture Depreciation. So-called "recapture 
depreciation" is important since it constitutes the major
^Int. Rev. Code of 1954, Sec. 1223. 
10IT 3705, CB 1945, p. 174.
'*''*'Int. Rev. Code of 1954, Sec. 1223.
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exception to preferential treatment that may otherwise 
be obtained from the disposition of Section 1231 Assets. 
Property meeting all criteria for special treatment under 
Section 1231 may, as a result of the recapture provisions, 
be treated as ordinary gain or loss for tax purposes.
Sections 1245 and 1250 (the recapture sections) are 
designed to prevent the conversion of ordinary income into 
capital gain through depreciation deductions. Since the 
reduction in basis of property as a result of depreciation 
deductions is often responsible for the creation of capital 
gains, these sections have as their purpose the taxation 
of the portion of the gain created by depreciation deductions 
as ordinary income. Prior to the Revenue Act of 1962 when 
the first of these provisions were made part of the law, 
the disposition of a Section 1231 Asset at a gain could 
only result in preferentially treated income, long-term 
capital gain. Section 1245 applies to depreciable property 
used in the trade or business except for livestock, build­
ings and their structural components^ Gains on Section 1245 
property disposed of during a taxable year beginning after 
December 31, 1962 to the extent of depreciation deductions 
taken after December 31, 1961 are treated as ordinary 
income. The recapture provisions are modified in the case 
of gifts, transfers at death, certain tax-free transactions, 
and involuntary conversions.
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Section 1250 applies to dispositions of depreciable 
real property (including leaseholds) after December 31,
1963. The depreciation deductions subject to recapture are 
those allowed subsequent to December 31, 1963. Only the 
amount of depreciation taken in excess of what would have 
been allowed on the straight-line method is subject to 
recapture. In addition, the amount to be recaptured 
declines over a 10-year period (an asset with a holding 
period of over 10 years is not subject to recapture under 
Section 1250). Only a percentage of the excess depreciation 
is taken into account as ordinary income. The applicable 
percentage means 100 per cent minus one percentage point 
for each month that the property was held over 20 full 
months. The only situation where 100 per cent of the 
excess depreciation is recaptured is where an asset has 
been held for 20 full months or less; in this situation 
the applicable percentage is 100 per cent. As in the case 
of Section 1245, special cases arise when Section 1250 
property is disposed of through gift, transfer at death, 
or involuntary conversion, or certain tax free exchanges.
Adjusted Basis. The gain or loss realized on a 
sale, exchange, or other disposition of property is the 
difference between the "amount realized" and the "adjusted
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12basis" of the property. In a number of sxtuations which 
will be mentioned later in this chapter, the realized gain 
or loss is not recognized. However, the amount of gain or 
loss realized when property is disposed of is an important 
computation which must always be made. Basis considerations 
constitute one of the most involved areas relating to 
capital gains and losses. However, a great deal of the 
complexity is concerned with numerous exceptional type 
situations, so that in a brief handling the majority of 
cases will be covered.
13The Code defines adjusted basis as basis after
14taking into account certain adjustments. Basis may be 
cost to the taxpayer, fair market value at time of acquisi­
tion, adjusted basis of the property in the hands of the 
donor (substituted basis), fair market value at optional 
valuation date in the case of property acquired from a 
decedent, or adjusted basis in the hands of the transferor 
when property is received in a nontaxable exchange (sub­
stituted basis). The most general situation is where the 
taxpayer acquires property through an outright purchase
12Int. Rev. Code of 1954, Sec. 1001(a).
12Int. Rev. Code of 1954, Sec. 1011.
1^Int. Rev. Code of 1954, Sec. 1016.
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or constructs or develops the property himself. When 
property is purchased, the basis is cost, which generally 
includes total consideration paid for the property plus 
commissions and other expenses incurred in connection with 
the purchase. In the case of property which is constructed 
or developed by the taxpayer, cost may include payments 
for construction made to outsiders or to the taxpayer's 
regular employees (and to which must be added overhead 
costs which may be allocable to the construction).
Adjusted basis is determined by applying certain 
additions and reductions to the basis (unadjusted) beginning 
with the acquisition date (or other basic date in the case 
of substituted basis) and ending with the disposition date. 
The specific adjustments allowed are defined in Section 
1016. The basis in property is generally increased for 
investment of capital and decreased for recoveries of 
capital. Items properly chargeable to the capital account 
are defined as follows:
The cost or other basis shall be properly adjusted 
for any expenditure, receipt, loss, or other item, 
properly chargeable to capital account, including 
the cost of improvements and betterments made to the 
property. No adjustment shall be made in respect of 
any item which, under any applicable provision of law
 P E ,,regulation, is treated as an item not properly
chargeable to capital account but is allowable as a 
deduction in computing net or taxable income for the 
taxable year.15
15Fed. Inc. Tax Reg., Sec. 1.10162(a).
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A downward adjustment is required, according to
the Regulations, as quoted below:
the cost or other basis of property shall be decreased 
for exhaustion, wear and tear, obsolescence, amortiza­
tion, and depletion by the greater of the following 
two amounts: (a) the amount allowed as deductions in
computing taxable income to the extent resulting in a 
reduction of the taxpayer's income taxes, or (b) the 
amount allowable for the years involved.16
The adjusted basis of property is important not only
from the standpoint of determination of gain or loss but it
also controls the amount of depreciation or depletion
which is allowable. As stated in a Tax Court Memorandum
Decision, the purpose of the Code provisions regarding
17basis is to provide for a return of capital tax free.
Alternative Tax. In situations where a taxpayer's
capital transactions result in a net gain and the gain is
due to an excess of net long-term gain over net short-term
18loss, the excess is subject to a maximum tax rate. The 
effect of the alternative tax provision is to provide 
relief from the higher tax rates applicable to ordinary 
types of income. Under the present tax rate structure the 
provision is beneficial only in situations where taxable
■*"̂ Fed. Inc. Tax Reg., Sec. 1.1016.3(a)(1).
17V. F. Bond, 24 P-H Tax Ct. Memo. 144 (1955).
" I O Int. Rev. Code of 1954, Sec. 1201.
\
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income exceeds $26,000 on a separate return or $52,000 on 
a joint return.
In the regular computation tax is determined for 
taxable income. Taxable income will have already been 
relieved of one-half of the excess of net long-term capital 
gain over net short-term capital loss through the long-term 
capital gains deduction. In the alternative computation 
tax is determined for taxable income less the remaining 
one-half of the excess of net long-term capital gain over 
net short-term capital loss. In effect a partial tax is 
determined for taxable income ignoring capital transactions. 
To this partial tax is added 25 per cent of the excess of 
net long-term gain over net short-term loss. The computa­
tion which yields the lower tax is applicable.
The alternative computation for a corporate taxpayer 
is slightly different but the effect is the same, the 
maximum applicable tax to the excess net long-term gain 
is 25 per cent.
Amount Realized. In general, the amount realized by 
a taxpayer when property is sold, exchanged or otherwise 
disposed of consists of the total consideration received 
less expenses connected with the disposition. Consideration 
in the case of a sale usually consists of cash, notes, and 
the assumption of obligations of the taxpayer. Where
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exchanges are concerned, the consideration often includes, 
in addition to or in lieu of the above, the value of other 
property or benefits received in the transfer.
Business Property. A non-business asset (for
example, a personal residence) may qualify as a capital
asset; however, in the event the asset is disposed of at
a loss, a deductible loss does not result. This is true
even though a gain resulting from the disposition of the
same asset would be subject to tax. Thus with regard to
capital assets it is necessary to distinguish between
those "losses incurred in a trade or business" or "losses
incurred in any transaction entered into for a profit,
19though not connected with a trade or business." If
property does not fall into one of these categories, loss
on disposition of the property can only be obtained if
the disposition qualifies as a casualty loss of theft.
A trade or business has been defined as a regular
occupation or calling of the taxpayer engaged in as a
20livelihood or for a profit. Profit has been defined as 
"the advantage or gain resulting from the investment of 
capital, or the acquisition of money beyond the amount
"^Int. Rev. Code of 1954, Secs. 165(c)(1) and (2). 
20Schwinn, 9 BTA 1304 (1928).
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21expended; a pecuniary gain."
Casualty Loss or Theft. Section 165(C) (3) indicates 
that an individual taxpayer may deduct losses not compen­
sated for by insurance even though the "losses of property 
not connected with a trade or business, if such losses 
arise from fire, storm, shipwreck, or other casualty, or
from theft." A "casualty" is an event due to some sudden,
22unexpected or unusual cause. Deduction for allowable
casualty losses or thefts of non-business property are
deductible only to the extent that the amount of the loss
23from each casualty and each theft exceeds $100.
Losses on property used in trade or business or of
capital assets held for more than 6 months (Section 1231
Assets) which resulted from casualty or theft, if the
property was not covered by insurance, are ordinary rather
24than Section 1231 losses. This is true even though the 
net of Section 1231 transaction results in a gain. Thus 
it is not necessary to offset long-term capital gains with 
losses from casualty or theft.
^Goldsborough v. Burnett, 46 F. 2d, 432 (CCA-4,
1931) .
^ Shearer v. Anderson, 16 F. 2d, 995 (CCA-2, 1927).
^ I nt. Rev. Code of 1954, Sec. 165(c) (3).
24 Int. Rev. Code of 1954, Sec. 165(a).
66
Capital Loss Carryover. Certain limitations apply
25to the deduction of net capital losses. In the case of
a corporate taxpayer no provision is made to deduct a net
capital loss from ordinary income; the capital loss is
allowed only to the extent of recognized gain from capital
transactions. However, provisions are made to carryover
2 6such losses to future tax years. A corporation can, 
subject to a number of restrictions, carryover a net 
capital loss to each of the five succeeding tax years. 
Regardless of the original nature of the loss it is 
treated as a short-term capital loss in each of the carry­
over years.
The provisions regarding non-corporate taxpayers 
are somewhat more lenient. If a net capital loss results, 
the taxpayer can offset the loss against net income to the 
extent of $1,000, provided that taxable income is at least 
$1,000. If taxable income is less than $1,000 the deduction 
is limited to taxable income. Further, the non-corporate 
taxpayer has the privilege of carrying over unused capital 
losses for an indefinite period. It should be noted, how­
ever, that the carryover loss retains its original nature,
^Int. Rev. Code of 1954, Sec. 1211. 
^In t .  Rev. Code of 1954, Sec. 1212.
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that is, if it was short-term in the year incurred it 
must be treated as short-term in each year to which it is 
carried. The same is true of long-term losses.
Other Terms. The definition of other necessary
27terms can be taken directly from the Code:
(1) Short-term capital gain. - The term 'short­
term capital gain' means gain from the sale or exchange 
of a capital asset held for not more than 6 months,
if and to the extent such gain is taken into account 
in computing gross income.
(2) Short-term capital loss. - The term 'short­
term capital loss' means loss from the sale or exchange 
of a capital asset held for not more than 6 months,
if and to the extent that such loss is taken into 
account in computing taxable income.
(3) Long-term capital gain. - The term 'long-term 
capital gain' means gain from the sale or exchange of 
a capital asset held for more than 6 months, if and 
to the extent such gain is taken into account in 
computing gross income.
(4) Long-term capital loss. - The term 'long-term 
capital loss' means loss from the sale or exchange
of a capital asset held for more than 6 months, if and 
to the extent that such loss is taken into account in 
computing taxable income.
(5) Net short-term capital gain. - The term 'net 
short-term capital gain' means the excess of short-term 
capital gains for the taxable year over the short-term 
capital losses for such year.
(6) Net short-term capital loss. - The term 'net 
short-term capital loss' means the excess of short-term 
capital losses for the taxable year over the short-term 
capital gains for such year.
^Int. Rev. Code of 1954, Sec. 1222.
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(7) Net long-term capital gain. - The term 'net 
long-term capital gain' means the excess of long-term 
capital gains for the taxable year over the long-term 
capital losses for such year.
(8) Net long-term capital loss. - The term 'net 
long-term capital loss' means the excess of long-term 
capital losses for the taxable year over the long-term 
capital gains for such year.
(9) Net capital gain. - In the case of a corporation, 
the term 'net capital gain' means the excess of the 
gains from sales or exchanges of capital assets over 
the losses from such sales or exchanges.
(10) Net capital loss. - The term 'net capital loss' 
means the excess of the losses from sales or of capital 
assets over the sum allowed under section 1211. In 
the case of a corporation, for the purpose of determin­
ing losses under this paragraph, amounts which are 
short-term capital losses under section 1212 shall be 
excluded.
Tax Computation
The accompanying diagram shows the steps necessary 
to determine the amount of gain or loss subject to tax 
from dispositions of assets for the majority of cases.
The concern here is primarily to determine the capital gain 
or loss. In a number of circumstances the diagram shows 
gain or loss to be included in net income from other 
sources. This is mainly a convenience in flow charting 
the capital gain and loss provisions but it has the advan­
tage of showing the relationships between capital gains 
and losses and income from other sources. The provisions 
diagrammed apply to a non-corporate taxpayer; however,
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with minor modification, the diagram can be applied to 
corporate taxpayers. This chapter, with the help of the 
diagram, reviews the current law, presents illustrations 
of more common capital gain and loss situations, and 
mentions the major exceptions to the provisions shown in 
the diagram.
The purpose of the diagram is to break the computa­
tion of gain or loss from capital transactions into a 
series of decisions presented in a logical fashion so that 
each individual case is relatively simple. Thus the 
reader or user of the diagram should be able to follow 
each asset disposed of through the diagram, arriving at 
the net taxable capital gain or loss. In making the 
individual decisions it will be necessary to rely on the 
definitions and explanations provided above.
Ordinary Assets. Regardless of the type of disposi­
tion that occurs, the resulting gains and losses are 
included in ordinary income.
Section 1231 Assets. Several decisions must be 
made in order to determine how the resulting gains and 
losses are included in income. The following is an outline 
of the necessary steps.
1. Determine the gain or loss from the disposition 
of each Section 1231 Asset.
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2. Eliminate any loss from casualty or theft of 
uninsured property and include the loss in income as an 
ordinary loss.
3. Eliminate any gains which are subject to recap­
ture and include any recaptured gain in ordinary income.
4. Accumulate the remaining gains and losses to 
determine the net gain or loss from dispositions of 
Section 1231 Assets.
5. If step (4) results in a net loss, all gains 
and losses are treated as ordinary gains and losses. Thus 
the amount of the net loss is deductible as an ordinary 
loss.
6. If step (4) results in a net gain, all gains 
and losses are treated as gains and losses resulting from 
the disposition of capital assets. Thus the net gain
is considered as a long-term capital gain and is included 
in the computation of net long-term capital gain or loss.
Capital Assets. A number of possible combinations 
of situations may arise with respect to transactions 
involving capital assets. As a result the number of 
decisions is somewhat large. However, length is not 
always synonymous with complexity. The individual decisions 
to be made are still relatively simple. The steps involved 
are as follows:
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Net Short-term Gain or Loss
1. Determine the length of the holding period for 
each asset disposed of and separate the assets into two 
categories— long-term and short-term.
2. With a view toward determining the net short-term 
gain or loss, determine for each disposition in the short­
term category whether it resulted in a gain or a loss.
3. If step number (2) resulted in a loss, eliminate 
those losses which resulted from disposition of non-business 
capital assets. (These losses may be deductible as an 
itemized deduction if they resulted from casualty or theft 
subject to certain limitations.)
4. Combine the short-term gains with the remaining 
short-term losses and compute the net gain or loss from 
short-term transactions.
Net Long-term Gain or Loss
5. Eliminate long-term transactions which resulted 
in an involuntary conversion (Gains and losses on these 
dispositions are subject to treatment under Section 1231).
6. Determine whether each remaining disposition 
resulted in a gain or a loss.
7. In the case of a loss, if the loss was from 
the disposition of a non-business capital asset eliminate 
the loss as non-deductible (except where loss resulted
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from casualty or theft in which case it may be deductible 
as an itemized deduction subject to certain limitations).
8. Combine the long-term capital gains with any 
net capital gain from Section 1231 Assets and the remaining 
long-term capital losses in order to compute the net 
long-term capital gain or loss.
Net Capital Gain or Loss
9. Combine any net short-term capital gain or loss 
(step 4) with any net long-term capital gain or loss
(step 8) in order to determine the net capital gain or loss.
Taxable Income From Capital Asset Transactions
Net capital gain may be the result of three 
different combinations of net short-term gain or loss and 
net long-term gain or loss. The way in which the net 
capital gain is included in taxable income is different 
for each of these combinations.
10. Determine the particular combination of net 
short- and long-term gain or loss which caused the net 
capital gain.
11. If the net capital gain resulted from an 
excess of net short-term gain over net long-term loss or 
solely from a net short-term gain, the entire net capital 
gain is included in taxable income with no special treat­
ment.
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12. If the net capital gain resulted from a
combination of net long-term gain and net short-term gain
or solely from a net long-term gain, the net capital gain
minus the long-term capital gain deduction is included
in taxable income. The deduction in this case is equal 
to 50 per cent of the net long-term gain. (The alternative 
tax computation may be applicable in this situation.)
13. If the net capital gain resulted from an
excess of net long-term gain over net short-term loss, 
the net capital gain minus the long-term capital gain 
deduction is included in taxable income. In this case 
the deduction is equal to 50 per cent of the net capital 
gain. (The alternative tax computation may be applicable 
in this situation.)
Deductible Loss From Capital Asset Transactions
From the standpoint of the portion of the net 
capital loss which is deductible in the year of the loss, 
no distinction need be made between net long-term and 
net short-term losses. However, from the standpoint of a 
capital loss carryover the distinction is important.
14. Determine whether the net capital loss is 
greater or less than net taxable income from sources other 
than capital transactions.
15. If the net capital loss is greater than other
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income and other income is greater than $1,000, the 
deductible loss is limited to $1,000. (The amount of the 
net capital loss in excess of $1,000 is subject to the 
capital loss carryover provisions.)
16. If the net capital loss is greater than other 
income and other income is less than $1,000, the deductible 
loss is limited to the amount of other income. (The 
amount of the net capital loss in excess of other income
is subject to the capital loss carryover provisions.)
17. If the net capital loss is less than income 
from sources other than capital transactions, and the loss 
does not exceed $1,000, the entire net capital loss is 
deductible in computing taxable income.
18. If the net capital loss is less than other 
income but the loss exceeds $1,000, the deductible loss is 
limited to $1,000. (The amount of net capital loss in 
excess of $1,000 is subject to the capital loss carryover 
provisions.)
Illustrations. The following examples are not 
intended to illustrate every possible situation; however, 
there is one example for every type of computation which 
may arise. This should be sufficient as a guide.
Computation of Net Short-term Capital Gain or Loss
Taxpayer sold stock for $4,000 on July 5, 1965.
The stock had been purchased on March 5, 1965 for
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$3,200. In addition, the taxpayer sold bonds for 
$2,000 on March 1, 1965. The bonds had been purchased 
on February 7, 1965 for $2,100. The taxpayer had no 
other dispositions of short-term capital assets during 
1965. Both of the assets disposed of were capital 
assets with a holding period of less than six months . 
The result is a net short-term capital gain of $700 
($800 gain on stock less $100 loss on bonds).
Computation of Net Long-term Capital Gain or Loss
On February 16, 1965, taxpayer sold shares of 
stock in X Corporation for $7,000; the shares had been 
purchased in 1960 for $8,500. Also, the taxpayer sold 
shares of stock in Y Corporation on July 20, 1965 for 
$5,000. The Y Corporation stock had been purchased 
in 1962 for $4,200. The taxpayer had no other long­
term capital gains or losses in 1965. Both of the 
assets sold were capital assets with a holding period 
in excess of six months. The result is a net long­
term capital loss of $700 ($1,500 loss on X Corpora­
tion stock less $800 gain on the Y Corporation shares).
Section 1231 Gain or Loss
Taxpayer's recognized gains and losses from 
Section 1231 Assets for 1965 are as follows:
Taxpayer sold machine used in business for $15,000 
on January 3, 1965. Adjusted basis was $10,000 and 
depreciation taken after 1961 was $2,000. The machine 
was acquired in 1962.
On July 2, 1965 taxpayer suffered fire damage to 
his personal residence causing a $700 deductible loss. 
The home had been the taxpayer's residence for 10 
years.
Taxpayer sold a two year-old car used in business 
for $1,700 on January 16, 1965. The adjusted basis 
of the car was $2,000.
The $5,000 gain on the machine is composed of 
$2,000 ordinary income (recaptured under Section 1245) 
and $3,000 Section 1231 gain. The transactions result 
in a net Section 1231 gain of $2,000 ($3,000 gain on 
machine less losses of $700 and $300 for fire damage 
and car). Since the net result is a gain all three 
transactions are treated as gains and losses from the 
disposition of capital assets (had the net result been
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a loss, the gains and losses would be ordinary).
Net Gain or Loss From Capital Asset Transactions
Taxpayer had a net short-term capital loss of 
$3,400 and a net long-term capital gain of $400 in 
1965. This results in a net loss from disposition 
of capital assets of $3,000.
Net Capital Loss (limited to $1,000)
Taxpayer sold X Corporation stock on July 1, 1965 
for $10,000. The stock had an adjusted basis of 
$8,500 and the acquisition date was in 1961. The 
only other disposition of a capital asset was the sale 
of Y Corporation stock on December 1, 1965 for $3,000. 
The Y Corporation stock was purchased on October 15, 
1965 and had an adjusted basis of $5,500. The result 
is a net long-term capital loss of $1,500 and a net 
short-term capital loss of $2,500, or a net capital 
loss of $3,500. Taxable income (without capital asset 
transactions) amounted to $10,000.
The net capital loss is less than other income 
but greater than $1,000 so that the deductible loss 
is limited to $1,000 in 1965. (Carryover requirements 
indicate that the deductible loss reduces first the 
net short-term capital loss so that the taxpayer has 
a carryover loss consisting of $1,500 short-term loss 
and $1,500 long-term loss.)
Excess of Net Long-term Capital Gain over Net Short­
term Capital Loss
In 1965 taxpayer had the following income and 
deductions: salary $12,000; deductions from adjusted
gross income, $3,500; net long-term capital gain, 
$6,000; and net short-term capital loss, $3,000.
Since the net long-term capital gain exceeds the net 
short-term capital loss, the capital gains deduction 
is limited to 50% of the net capital gain of $3,000, 
or $1,500. Taxable income is computed as follows:
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Net capital gain











(The alternative tax computation is unnecessary since 
taxable income is less than $26,000.)
Corporate Taxpayers
corporate taxpayers as opposed to individuals have been
mentioned above in the discussions of the alternative tax
computation and the capital loss carryover provisions.
All of the rules applicable to individuals are applicable
to corporations except that corporations are not allowed
2 8a long-term capital gain deduction and a net capital
29loss cannot be applied as an offset to ordinary income.
Since no long-term gain deduction is allowed, in 
the event of a net long-term gain which exceeds net short­
term loss, if any, or a net long-term gain and a net short­
term gain, the regular tax computation is made with the 
entire net capital gain included in taxable income. The 
alternative tax is derived by adding 25 per cent of net
The important differences in the treatment of
9 ftInt. Rev. Code of 1954, Sec. 1202.
29Int. Rev. Code of 1954, Sec. 1211(a).
long-term gain over net short-term loss to a partial tax 
computed on taxable income, excluding gain from capital 
asset transactions. In the case where there is net long­
term gain and net short-term gain the partial tax is 
simply added to 25 per cent of the net long-term gain.
Since the normal tax rate (22 per cent) is less than the 
long-term capital gains rate (25 per cent), the alternative 
computation will produce the lower tax in situations where 
taxable income exceeds $25,000. Where taxable income is 
less than $25,000, the regular tax computation will produce 
the lower tax. Thus, the effective tax rate can be as 
low as 22 per cent but not greater than 25 per cent.
In the event a corporation incurs a net capital 
loss, the loss, irregardless of whether it is long- or 
short-term, it can be deducted only as a short-term capital 
loss against the capital gains and losses of the five 
succeeding tax years (or until it is completely exhausted).
Major Exceptions
Sales Between Related Taxpayers. Gains from the 
sale or exchange of depreciable property, which may other­
wise qualify for preferential treatment under the rules 
pertaining to Section 1231 or Capital Assets, which arise
3fiInt. Rev. Code of 1954, Sec. 1212(1).
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from transactions between related taxpayers are denied 
capital gain treatment. The Code defines related tax­
payers as "husband and wife or an individual and a 
corporation more than 80 per cent in value of the out­
standing stock of which is owned by such individual, his 
spouse, and his minor children and his minor grand­
children.
Collapsible Corporations. In the event a taxpayer 
realizes a gain on the sale or exchange of collapsible 
corporation stock, or receives a distribution in payment 
for this type stock in a partial or complete liquidation, 
the gain is taxed as ordinary gain. Were it not for 
Section 341 this type of gain would qualify for preferred 
treatment under the capital gain and loss provisions. 
Collapsible corporations are defined generally by the Code 
as:
Collapsible corporation. - For purposes of this 
section, the term 'collapsible corporation' means 
a corporation formed or availed of principally for 
the manufacture, construction, or production of 
property, for the purchase of property which (in the 
hands of the corporation) is property described in 
paragraph (3), or for the holding of stock in a 
corporation so formed or availed o f , with a view to-
(A) the sale or exchange of stock by its 
shareholders (whether in liquidation or other­
wise) , or a distribution to its shareholders,
"^Int. Rev. Code of 1954, Sec. 1239.
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before the realization by the corporation manu­
facturing, constructing, producing, or purchasing 
the property of a substantial part of the taxable 
income to be derived from such property, and
(B) the realization by such shareholders of 
gain attributable to such property.32
The provisions of the law on collapsible corporations
are quite involved and are beyond the scope of this paper.
However, the basic rules may be obtained from this general
33description by Mertens:
(1) A corporation must be availed of principally 
to engage in certain activity, as a result of which 
it comes to own property.
(2) The activity consists of the manufacture, 
construction or production of any kind of property, 
or the purchase of certain kinds of property.
(3) This property grows in value in the hands 
of the corporation.
(4) The foregoing corporate activity is undertaken 
or executed with a view to getting the property into 
the hands of the stockholders, or enabling them to 
dispose of their stock, before the corporation realizes 
a substantial part of the income to be derived from 
the property.
(5) The stockholders realize gain attributable 
to that property.
(6) At any time during the foregoing activity 
the stockholder, whose tax status is involved, owned 
more than 5% in value of the outstanding stock in 
the corporation.
(7) More than 70% of the stockholder's gain in 
the taxable year, from stock in the corporation, is 
attributable to the foregoing property.
(8) Such gain is realized within a three-year 
period following completion of the foregoing 
corporate activity.
■^Int. Rev. Code of 1954, Sec. 341(b)(1).
33Mertens, Jacob, Jr. The Law of Federal Income 
Taxation (Chicago: Callaghan & Company, 1958), vol. 3B,
p. 236.
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Losses on Small Business Investment Company Stock. 
Exceptional treatment is afforded to losses on dispositions 
of stock if:
(a) In general. - Any taxpayer who sustains a loss 
for a taxable year beginning after September 2, 1958, 
as a result of the worthlessness, or from the sale or 
exchange, of the stock of a small business investment 
company (whether or not such stock was originally 
issued to such taxpayer) shall treat such loss as a 
loss from the sale or exchange of property which is 
not a capital asset, if at the time of such loss-
(1) The company which issued the stock is 
licensed to operate as a small business investment 
company pursuant to regulations promulgated by the 
Small Business Administration, and
(2) Such loss would, but for the provisions of 
section 1242, be a loss from the sale or exchange 
of a capital asset.34
Losses on Small Business Stock. In the event a 
taxpayer disposes of certain shares of stock in a qualified 
"small business corporation" at a loss, subject to certain 
limitations, the loss is allowed as an ordinary rather than 
a capital loss. This rule applies only to individuals who 
qualify as the original purchasers of the stock. The stock 
must meet the requirements of Section 1244(c)(1) and the 
issuing corporation must meet the definition of a "small 
business corporation" as defined in Section 1244(c)(2). 
Although the details of this provision will not be discussed 
it should be pointed out that resulting ordinary loss
"^Fed. Inc. Tax Reg., Sec. 1.1242.1(a).
83
deduction is limited to $25,000 in one tax year on a
35separate return and $50,000 on a ^oint return.
■^Int. Rev. Code of 1954, Sec. 1244 (b).
CHAPTER IV
THE TREATMENT OF CAPITAL GAINS AND LOSSES 
IN OTHER COUNTRIES
Efforts to develop a sound and constructive income 
tax law should include a consideration of the experiences 
of other countries with their various income tax laws.
Broad conclusions, however, based upon these experiences 
are very difficult. As pointed out initially, the whole 
subject of capital gains taxation is a highly complex 
one. What is a satisfactory solution in one country may 
not be appropriate elsewhere. As long as the consideration 
of tax laws in other countries is kept in the proper frame 
of reference and any conclusions garnered are regarded as 
tenative, such a study should provide valuable insight.
Capital gains taxation varies greatly among the 
major countries. Canada and Australia represent one 
extreme— the general rule is to exclude them from taxable 
income unless they have been incurred in the course of 
"trade." France and the United States represent the other 
extreme— the general rule is to include them in taxable 
income but with preferential treatment. No major country 
treats all capital gains as elements of ordinary income 
without making special allowances. Further, every major 
country disregards unrealized appreciation or depreciation
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in their tax accounting, although it is not unusual to 
find that unrealized capital gains or losses enter into 
the annual net worth, net yield, or net worth increment 
taxes.
As can be determined by reference to the United 
States, tax laws comprise a large and complex body of 
statutes, court decisions, and administrative regulations 
and practices. The treatment of capital gains and losses 
presented here will be limited to a broad outline for each 
country. The countries selected for this presentation 
represent a cross section of major tax systems.
France
In describing the tax system of France the World Tax 
Series quotes various sources as follows: " . . .  the French
tax system is rarely the same two years running. No country 
has changed its fiscal system more often than France, and in 
no country has reform led more often to new complications."'*' 
This has certainly been true in the income tax area and 
particularly so as to capital gains. Significant changes 
halve been made in each of the years 1963-65. The most 
recent changes will be mentioned in the description of the 
present French law.
''World Tax Series: Taxation in France, (Chicago:
Commerce Clearing Housed Inc., 1966), p. 75.
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Individuals. Generally, individuals are not subject 
to tax on gains realized on the sale of nonbusiness capital 
assets. The law makes a sharp distinction between gains 
on capital assets realized by an individual (nonbusiness) 
and those realized by a business enterprise (either 
individual or corporate). However, an individual’s gains 
on security or property transactions may become subject 
to tax if the individual qualifies as a "habitual trader."
In this situation gains become ordinary income taxed at 
ordinary rates (rates range from 5 per cent to 65 per cent). 
In effect, the habitual trader's capital assets become 
business assets. Criteria for this determination include 
the number and frequency of transactions, the length of 
holding periods of the assets, the number of different 
securities involved, and the magnitude of the transactions. 
Gains realized in the normal course of managing a portfolio 
are not taxable.
Based on 1963 legislation three rather narrow groups 
of transactions in real property of individuals are now 
subject to tax. These include gains from unimproved 
land for housing construction, gains realized by certain 
builders from the sale of housing, and gains realized in 
speculative real property transactions (generally defined 
as any having a holding period of five years or less).
In addition, individuals are taxed on capital gains resulting
87
from the sale of a controlling interest in a corporation
2(a special flat rate of 8 per cent is applied ); the sale 
of founders' shares; the repurchase by a corporation of 
its own shares; and, the redemption of shares issued as 
stock dividends.
As a corollary, individuals are generally allowed 
no deduction for losses incurred on the disposition of 
nonbusiness capital assets. However, in the special 
circumstances where gains become taxable, losses are 
available to offset gains as well as ordinary income.
A loss carryforward provision is also available.
Business Enterprises. The taxable income of a 
business enterprise (regardless of the form of operation)
3includes gains on sale of capital assets. For the first 
time the Tax Law of July 12, 1965 makes a distinction 
between short- and long-term capital gains. Prior to 
September 1, 1965, all business gains were taxed as 
ordinary income at the ordinary rate of 50 per cent. Under 
the new law net short-term gains are still taxed at the 
full rates. A new provision allows a net short-term gain 
to be spread equally over a five-year period beginning
2General Tax Code, Article 160.
3General Tax Code, Article 38-1.
with the year of realization. Long-term gains, however, 
are taxed initially at a special rate of 10 per cent.
The remaining gain (90 per cent of the total gain) is to 
be set aside in a special reserve. The reserve is 
available tax-free to be either incorporated in capital 
or to be used to offset future losses. In the event the 
reserve is used for some other purpose, such as distribu­
tion in the form of dividends, an additional 4 0 per cent 
tax is levied.
Short-term capital gains are defined as items with 
a holding period of less than two years plus gain to the 
extent of depreciation deductions taken on items with a 
holding period of two years or more (recapture depreciation). 
Short-term losses include losses incurred on the disposition 
of nondepreciable assets held less than two years plus 
losses incurred on depreciable assets regardless of the 
length of the holding period. Long-term gains and losses 
are defined to include gains and losses not specifically 
set out in the short-term category.
While net sho^L-term capital losses may be deducted 
in full against ordinary income in the year incurred, a 
net long-term capital loss is allowed only as an offset 
against long-term capital gains during the succeeding ten- 
year period. In making the distinction between long- and 
short-term gains and in providing special benefit to both
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categories (net short-term gain is spread over a five-year 
period and net long-term gains are subject to the special 
10 per cent rate), rollover provisions for capital gains 
were done away with by the 196 5 legislation. Previously 
capital gains were subject to deferral by reinvestment 
in qualified assets.
Noncommercial Activity. Capital gains realized 
by certain professions such as doctors and lawyers are 
classified as noncommercial income and given special 
treatment. Gains on assets devoted to the professional 
activity are provided a 50 per cent exclusion and taxed 
at the normal rates if the holding period of the asset 
is less than five years. For similar assets with a 
holding period of five years or more, the entire gain is
4taxable at a special flat rate of 6 per cent.
Dispositions. Since there is no capital gains tax 
on nonbusiness capital assets, disposition in relation to 
those assets is not important from a tax standpoint. It 
is interesting to note, however, that where business assets 
are concerned transfers by gift or at death are regarded 
as equivalent to a sale or cessation. Upon the death of a 
proprietor of a business enterprise, capital gains tax
^General Tax Code, Articles 152 and 200.
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becomes payable. If the business is left to and carried
on by direct line successors, however, the tax thus due
may be deferred. Deferral is also possible where a
lifetime gift of a business enterprise is made to persons
who would be the donor's direct successors. In the event
that a taxable capital gain arises due to a gift, the
gain is taxed at full rates, in the case of a death a
5flat rate of 6 per cent is applied.
Great Britain
Great Britain provides an illustration of the dangers 
of making generalizations about the appropriateness of tax 
systems employed by others. For a number of years, 
opponents of the capital gains tax in the United States 
have put forth the argument that since the British do not 
tax capital gains, the United States should not. Until 
1962 this was at least partially true (only "trading" 
gains were subject to tax). The Finance Act of 1962 
initiated a tax on short-term capital gains and the Finance 
Act of 1965 broadened the scope of the tax to include 
long-term capital gains. The taxation of capital gains
5General Tax Code, Article 152-1.
C See comments by Walter J. Blum in "A Handy Summary 
of the Capital Gains Arguments" Taxes, vol. 3 5 (April,
1957), p. 248.
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and losses in Great Britain now bears a strong resemblance 
to the United States' scheme. Apparently some highly 
persuasive individuals or groups in Great Britain success­
fully argued that since the United States has always taxed 
capital gains, Great Britain should follow suit.
Short-Term Gains Tax. The provisions applicable to 
the taxation of short-term gains are basically those of 
the Finance Act of 1962.^ The Finance Act of 1965^ 
modified the 1962 provisions somewhat. The present law 
is complicated by the transitional rules that were necessi­
tated by the 1962 Finance Act. For current tax problems 
these rules are very important but they would only confuse 
an effort to describe the general treatment provided by 
the new law, thus they are omitted.
A short-term gain or loss results from dispositions 
of chargeable assets which take place on or after April 7, 
1965 if the disposition precedes the acquisition or if 
the disposal occurs within a one-year period after acquisi­
tion. Short-term gains are to be taxed in full as
7Finance Act of 1962, Secs. 10-16, Halsbury1s 
Statutes of England (London: Butterworth & C o . Ltd.,
1963), vol. 42, pp. 340-57.
8Finance Act of 1965, Secs. 17 and 18, Halsbury1s 
Statutes of England (London: Butterworth & Co. Ltd.,
1966), vol. 45, pp. 525-9.
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ordinary income while short-term losses are allowable
only against short-term gains of the same or of a subsequent
year.
9Long-Term Gains Tax. The 1965 Finance Act imposes 
a tax on long-term capital gains resulting from disposi­
tions of chargeable assets with a holding period in excess 
of one year and occurring after April 7, 1965. The tax on 
individuals is at a flat rate of 3 0 per cent; however, 
an alternative to the flat rate is available. The individ­
ual has the option of including one-half of his net 
chargeable gains or his net chargeable gains less 2,500 
pounds, whichever is the larger, in ordinary unearned 
income. Whichever approach yields the lower tax is 
available to the individual.
In the event a disposal results in a long-term 
loss, relief is allowed for the loss against long-term 
gains of the same year or, if they are insufficient, 
against long-term gains of subsequent years. In no case 
can long-term losses offset short-term gains nor can short­
term losses offset long-term gains.
Chargeable Persons.10 Any person resident or
^Finance Act of 1965, Sec. 19, Ibid., pp. 530-1. 
"^Finance Act of 1965, Sec. 20, Ibid., pp. 531-3.
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ordinarily resident in the United Kingdom is chargeable 
on gains accruing to him in a year of assessment during 
any part of which he was a resident. A non-resident is 
subject to the tax only in the case where disposition of 
an asset situated in the United Kingdom occurs and that 
asset was used for "trade" purposes. Companies whose 
central control and management are located in the United 
Kingdom and are thus resident are liable to tax on all 
their capital gains, regardless of where the assets are 
situated.
Chargeable Assets. Subject to special rules and 
exceptions, all forms of property regardless of situs are 
chargeable assets. The definition includes debts, options, 
currency, incorporeal property, and any form of property 
created by a person disposing of it. Sections 27-40 
provide exemptions for such things as passenger cars, 
gifts (not exceeding 100 pounds in one year), certain 
Government securities, gambling winnings, compensation for 
personal or professional injuries, private residences, 
chattels sold for 1,000 pounds or less, assets used in a 
trade, and gains on disposal of a business at retirement.
■^Finance Act of 1965, Sec. 22, Ibid., pp. 535-7.
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12Disposition. Disposal of an asset is defined to 
include any method of transfer of ownership including a 
sale, lease or gift. Further, it covers the transfer of 
ownership by reason of death. Since transfers at death or 
by gift result in the taxation of capital gains, the 
British law goes further than the United States law. Under 
British law it is possible to postpone capital gains tax 
but there is no way to escape it.
13Companies. The Finance Act of 1965 also initiated 
a new corporation tax. The corporation tax provisions 
apply to capital gains and losses as well as to profits 
so that capital gains are assessed at the corporate tax 
rates. The provisions described above with respect to 
what constitutes a chargeable gain applies to companies 
with some modification. The result is that companies will 
be taxed on all of their capital gains regardless of the 
length of the holding period.
Canada
Prior to Great Britain's radical change which began 
in 1962, Canadian and British practice with respect to the 
taxation of capital gains were very similar. Canada's
"^Finance Act of 1965, Secs. 22 and 24, Ibid., 
pp. 535-7.
■^Finance Act of 1965, Secs. 46-89, Ibid., pp. 572-644.
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practice now represents a significant departure from the
British practice. In Canada (unless assets are of the
nature of stock-in-trade in the hands of the seller), land,
buildings, patents, securities, and other assets, whether
used in trade or business or held for investment, may be
disposed of by either individuals or corporations without
the recognition of any gain or loss for income tax pur- 
14poses.
Canadian income tax law is unique in that its
statutes are substantially borrowed from the United States
while its jurisprudence derives from Great Britain.
Although the present statutes fail to define income with
15any particularity, the legal definition in force from 
1917 until the 1948 statutory revision was closely akin 
to the United States' definition and could have been used 
as a basis for taxing capital gains. From the beginning 
the courts interpreted income to include only income from 
a trade or business and to exclude accretions to capital.
To say that capital gains are exempt from tax does 
not eliminate the problem of determining exactly what
14 Income Tax Act of 1948, chapt. 148, Revised 
Statutes of Canada-1952 (Ottawa: Queen's Printer and Con­
troller of Stationery, 1952), vol. Ill, pp. 3205-3348.
15Income Tax War Act of 1917, Sec. 3, Revised 
Statutes of Canada-1927 (Ottawa: Frederick Albert Acland,
1927), vol. II, p. 2139.
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constitutes a capital gain. In Canada this hinges largely 
upon questions of fact concerning whether or not a particu­
lar sale was made in the course of a trade or a business. 
Past decisions indicate that important factors in determin­
ing what constitutes carrying on a trade include: the
nature of the transaction, its size and complexity, the 
frequency of such transactions, and the intentions of the 
taxpayer. Despite years of experience and numerous court 
decisions, the distinction between income and capital 
gain in Canada is not a clear one. One can say with 
certainty that capital gains are tax exempt in Canada but 
one can never be positive as to what constitutes a capital 
gain.
A significant exception to the general rule that 
capital gains and losses can be disregarded in the computa­
tion of taxable income involves dispositions of depreciable
16assets. When depreciable assets are sold and the pro­
ceeds exceed the book value, gain to the extent of the prior 
depreciation is to be credited to the balance of the 
undepreciated capital cost for that type asset. The effect 
is to reduce future depreciation charges. If the proceeds 
credited reduces the capital balance of that type asset 
below zero, the excess credit becomes taxable although it
16Income Tax Act of 1948, og. cit., pp. 3224-9.
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may be spread over the five preceding tax years. To the 
extent the proceeds on a disposition exceed the original 
cost, a capital gain results and is not subject to tax.
17Germany
Tax law in Germany generally excludes from taxable 
income gains and losses from the sale of private property. 
However when gains and losses are incurred on sales of 
assets related to trade or business they are included in 
taxable income without any special treatment. A signifi­
cant change in the German law, effective January 1, 1965, 
provides for deferral of gain for both individuals and 
corporations where qualified reinvestment is made.
Individuals. German law places a great deal of 
emphasis on the distinction between business and nonbusiness 
activities. Gains and losses from the disposition of 
nonbusiness property are reflected in taxable income only 
if the property was held for less than the statutory period 
and only then if the net gain is DM 1,000 or more. The 
statutory holding periods are two years for real property 
and six months for other property (including securities). 
When taxable income arises on nonbusiness property it is
17Provisions relating to capital gains and losses 
are set out in Section 23 of the Income Tax Law.
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taxed at full rates (range of rates is presently 19 to 53 
per cent). Net losses are not available as offsets against 
other income nor do they qualify for carryover or carry­
back .
Prior to January 1, 1965, gains and losses from 
dispositions of business property incurred by an individual 
were fully includable in ordinary income. Since January 1, 
1965, losses continue to be fully deductible against other 
income but certain gains may be deferred either by rein­
vestment in qualified assets or not including them in 
taxable income until the third year following the year of 
disposition. Conditions to be met in order to qualify 
for this special treatment include: the assets replaced
must have a holding period of not less than six years, the 
business must be a permanent West German establishment, 
the assets replaced as well as their replacements must be 
capital assets, and the financial accounting treatment of 
the gain must follow the tax treatment. Not all assets 
meeting these requirements are eligible for this special 
treatment and gain from one type of capital asset may not 
be reinvested in all other types of capital assets. How­
ever, the provisions in this respect are very liberal. 
Reinvestment must take place within the two taxable years 
following disposal. If no reinvestment is made, the gain 
must be included in taxable income in the third following
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fiscal year. In case of reinvestment, the basis of the 
replacement asset is reduced by the amount of the nonrecog­
nized gain. Effectively, the taxation of all gains is 
postponed from three years to an indefinite period.
A special set of rates (approximately one-half of 
the normal rates) applies to individuals who under certain 
circumstances dispose of a "substantial interest" in a 
corporate entity or sell or discontinue an unincorporated 
business.
Corporate Taxpayers. Prior to January 1, 1965, 
all capital gains and losses incurred by corporate tax­
payers were included in ordinary income and the full 
18ordinary rates were applicable. As in the case of the 
individual (where business assets are concerned), since 
January 1, 1965, losses remain fully deductible, however, 
gains may be deferred by reinvestment in certain other 
capital assets. The reinvestment procedure applicable to 
individuals which are described above also apply to corpor­
ate taxpayers.
18The present tax rates are 15 per cent for 
distributed income and 51 per cent for retained income. 
Since only net profits after tax are available for distri­
butions, the effective rate of tax on distributed income 
from current year earnings is approximately 23 per cent.
CHAPTER V
THE NATURE OF CAPITAL GAINS AND LOSSES
The purpose of this chapter is to review the nature 
of capital gains and losses and to discuss how they should 
fit (if at all) into the scheme of taxation. Various 
proposals to reform the taxation of capital gains and 
losses rest on their nature, both from a theoretical and 
a practical view.
This presentation will be centered around three 
questions: Are capital gains income? Should capital
gains be treated as taxable income? Is special treatment 
justified?
Concepts of Income
There are a number of different concepts of income 
that are relied on to support various positions on how 
capital gains and losses should enter the tax picture.
The concepts have been derived for completely different 
purposes (none specifically for income taxation) with the 
result that there is much debate over the word "income." 
Whether or not one characterizes an item as income may 
depend on a number of factors such as the understanding of 
the item on the part of the individual, the use to which 
an individual may put an item, the manner in which the
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item was acquired and disposed of, and the degree of 
ownership of the item. Professor Seltzer points out that 
disputes over income are pointless and lead nowhere. He 
indicates that the important question is not what is 
income but what concept of income is most suitable for 
income taxation.'*' Mr. Seligman agrees when he states:
To talk about whether capital gains are, or are 
not, income just gets into endless theoretical dis­
cussion. The real question is whether or not capital 
gains should be taxed in the same way that current 
income is. Maybe they are entirely different animals, 
but nevertheless they might for various reasons 
justify taxation in the same manner that current income 
does.2
The writer agrees with this position. However, the con­
cepts of income lend insight to the more important question 
and are presented here as necessary background.
Common Usage
People in general commonly regard ordinary income 
or loss as arising from sales of goods and services which 
are a part of the seller's stock-in-trade or which he 
regularly offers for sale. Realized gains and losses on 
other assets are regarded as capital gains and losses. 
Profit earned through the regular operation of plant and
^Capital Gains Taxation, (New York: Tax Institute
Incorporated, 1946), p. 7.
2Ibid., p. 14.
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equipment would be thought of as ordinary income, whereas,
profit earned by an operating company through the sale of
investment securities would be thought of as capital gain.
As Professor Blum points out, the fact that most
people do not regard capital gains as income, at least
from the standpoint of its availability for consumption,
is an important consideration. He feels, however, that
this is not an expression of public opinion, but the lack
of it since most people are not conversant with the
problem or its background and thus are not acquainted with 
3the concept. Whether or not people treat capital gains 
as income has no bearing on the problem. If people were 
informed on the various concepts of income they may very 
well react differently to capital gains.
Legal Usage
The legal concept of income divides an asset into 
corpus and income interests. It holds, except where 
otherwise provided by the creator of the interests, that 
income is something that arises from a .fixed source, regu­
larly recurs, and that it inures for the benefit of the 
income interest. Capital gains, on the other hand, are of
3Walter J. Blum, "A Handy Summary of Capital Gains 
Arguments," Taxes, vol. 35 (April, 1957), p. 249.
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a nonrecurring nature and arise from a change in the value 
of the property itself. They inure to the benefit of the 
corpus interest.
This concept has a long lineage which can be traced 
back to the period when England's economy was predominately 
agricultural. During this period the practice of entailing 
estates arose and necessitated the distinguishing between 
what portion of an estate was due the income and the corpus 
interests. Income came to be regarded as the yield of the 
land which could be separated from the land without 
causing its depletion. Any appreciation in the value of 
the land was not thought of as income since the life 
tenant had no power to realize the appreciation. He had 
rights only to a thing, land, not its monetary value.
As pointed out in a detailed handling of the
4development of this concept, economic conditions changed 
quickly in the United States so that realized capital 
gains took a more conspicuous place than they had in 
England. Even though intangible forms of wealth, particu­
larly securities, are dominant in our present society, 
the concept that capital is the thing and that income is 
the flow from it continues to influence our property laws.
4Lawrence H. Seltzer, The Nature and Tax Treatment 
of Capital Gains and Losses (New York: National Bureau
of Economic Research, Inc., 1951), pp. 25-30.
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The legal concept gives no help in trying to arrive 
at how capital gains should be treated from an income tax 
standpoint. Its purpose is to determine which of two 
interests in property should properly be credited with 
appreciation in value of the property. This is unrelated 
to the concept of what should constitute ordinary income 
under the tax law.
Economics. In the field of economics there is no
generally accepted concept of income. One view is that
an expected rise in the price of any asset is ordinary
5income while an unexpected rise is a capital gain.
Irving Fisher attempted to define income as merely con-
g
sumption. Much broader definitions include "net accretion
7to economic power" and the "algebraic sum of (1) the 
market value of rights exercised in consumption and (2) the 
change in the value of the store of property rights between
gthe beginning and the end of the period."
5J. R. Hicks, Value and Capital (London: Oxford
University Press, 1939), Chapter XIV and John M. Keynes, 
General Theory of Employment, Interest and Money (London: 
Macmillan Company, 1930), pp. 52-61.
g
Irving Fisher, The Nature of Capital and Income 
(New York: The Macmillan Company, 1906), p. 106.
7R. M. Haig, "The Concept of Income," The Federal 
Income Tax (New York: Columbia University Press, 1921),
Chapter 1.g
Henry C. Simons, Personal Income Taxation (Chicago:
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Sales of capital assets are generally unexpected 
since one usually does not expect to sell one's capital 
assets in the ordinary course of business. This definition 
generally excludes capital gains from ordinary income. 
However, the definition of capital assets is broad enough 
to include assets which are definitely bought with full 
intention of future disposition at a gain. It is a 
difficult concept to work with since it involves a neces­
sarily subjective judgment in separating the expected from 
the unexpected. The consumption definition omits capital 
gains from income. This is true since the prudent investor 
does not view a capital gain as being available for con­
sumption. Capital gains are viewed as nonrecurring with 
the possibility that a capital loss will follow. Thus to 
maintain capital resources and to provide for possible 
future losses, capital gains are not available for con­
sumption purposes and consequently, not income.
The broader definitions of income are all inclusive
so that capital gains are included as well as the value of
gifts and inheritances. Such a definition appears to 
9most a sound theoretical approach. However, it requires 
The University of Chicago Press, 1938), p. 50.
9A notable exception is Simons (Ibid., pp. 125-147) 
who would treat gifts as taxable income to the recipient.
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modification to be useful. Adjustments would seem 
appropriate with respect to gifts and inheritances and to 
the unrealized appreciation and depreciation which would 
be included. Congress has consistently applied a modified 
version of this definition. The usefulness of this concept 
has been to point out that "capital gains constitute real 
taxpaying ability to the recipient no less than equivalent 
income derived from other sources."^
Accounting. Conventions of accounting generally 
call for ignoring the unrealized gains and losses resulting 
from changes in the values of capital resources employed 
by a business enterprise. Realized gains and losses from 
these resources are accounted for as extraordinary items 
of income or loss and in reporting net income are segre­
gated from other items constituting ordinary or operating 
income. In this sense accountants do not treat capital 
gains as ordinary income.
Unrealized changes are not taken into account due 
to reluctance to repeatedly revalue assets and since con­
servatism demands recognition of profits be postponed 
until realization. The segregation of capital-type gains
®Report of the Subcommittee on Proposed Revision 
of Revenue Laws of the Committee on Ways and Means, 75th 
Cong. 3rd Sess. (Washington: United States Government
Printing Office, 1938), p. 30.
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from the ordinary or operating type items on the income 
statement is necessary to ensure that the regular annual 
results of operating a business will not be distorted by 
large nonrecurring, nonoperating types of gains and losses. 
The treatment of modern financial accounting is predicated 
on practical considerations and the desire to produce 
more useful financial statements and in no way indicates 
what the income tax treatment of capital gains and losses 
should be.
Sources of Capital Gains and Losses
The discussion of the nature and sources of capital 
gains and losses is helpful in attempting to draw conclu­
sions about whether or not they constitute income. In 
addition it will shed some light on the discussion to 
follow on whether or not capital gains and losses should 
be included in the concept of taxable income.
Capital gains and losses are the realized increases 
and decreases in the value of personal or corporate wealth 
which are included in the class of assets referred to as 
"capital assets." These changes in value may arise from 
a diversity of factors. In considering whether capital- 
gains and losses are income or how they should be treated 
for income tax purposes each of these factors and their 
relative importance must be considered. This is complicated
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by the fact that a particular capital gain or loss can 
conceivably be caused by one factor acting alone or by 
any combination of two or more of the factors. Another 
difficult problem from either the income or the tax policy 
approach that will be brought out is that some gains and 
losses are real and others are illusions; some are 
permanent and others temporary. Furthermore, some accrue 
gradually over more than one tax year and others accrue 
quickly over periods as short as a few hours. Some gains 
and losses tend to be recurrent, almost like salaries and 
wages; while others occur with little likelihood of recur­
rence .
Retained Earnings. An element which contributes 
to the creation of a capital gain in the case of corporate 
securities is the earnings of a corporation which are 
reinvested rather than paid out in the form of dividends. 
When corporations reinvest substantial amounts of earnings 
in profitable ways the book value of the common stock 
increases and the market value will tend to follow.
Other things being equal, the market value will increase 
as a reflection of the increase in underlying asset value 
and earning power. Security prices reflect the prospects 
for future earnings, rather than invested capital; however, 
retained earnings help to create future earnings. No
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successful attempts have been made to correlate the move­
ment in market price of corporate shares with the change in 
the amount of retained earnings. As a result there is a 
difference of opinion as to how important retained earnings 
are as a factor causing capital gains. Most would agree 
that over a long period of time successfully employed 
retained earnings will be reflected in some proportion in 
the market value of securities. Professor Seltzer, based 
upon a rather limited study, stated that factors other 
than retained earnings are of greater causal importance.^'*' 
Most authorities indicate corporate saving is a very
important source of capital gain but admit that correlation
12between book values and market values is generally poor.
The relationship between retained earnings and the market 
price of securities may be indirect and slow in coming 
about but all agree that it is there. Whether it is a 
major or minor factor in the creation of capital gain is 
debatable.
^ Capital Gains Taxation, o p . cit. , p. 12. In 
support of his conclusion he cites several examples of 
large corporations where over a four-year period there was 
actually an inverse correlation between reinvestment and 
the market price of stock.
12Federal Income Tax Treatment of Capital Gains and 
Losses (Washington: United States Treasury Department,
1951) p. 12. Here the relationship is described as "sig­
nificant" and Blum, op. cit., p. 264. Professor Blum 
indicates that retained earnings have been a "major factor."
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Price Level Changes. A major cause of capital gains 
particularly in recent years has been the significant 
change in the purchasing power of the dollar. Gains and 
losses which are the result of changes in the general 
price level are not real, but illusory. An asset which 
keeps pace with a price level increase will command more 
dollars but the purchasing power of the dollars will 
remain unchanged (this is the illusion). To the extent 
that a capital gain results from this factor, there is 
no gain in any real sense. Viewed in a different way, 
however, a change in the general price level may result 
also in real gains or losses. When the general price 
level increases, particular assets may advance faster, at 
the same rate, or slower than the general price level.
To the extent that an asset advances faster than the general 
level, a real gain occurs. One which just keeps pace has 
an illusory gain, while one which advances slower suffers 
a real loss.
Another aspect of capital gain which is a result
of price fluctuations is the specific price change. By a
specific price change is meant a change in the price of
one asset relative to another as opposed to a change in the
general price level. Changes in specific prices result 
in real changes in command over goods and services and
Ill
they need not be accompanied by a general price level 
change. Relative changes in prices of assets may be 
caused by numerous factors such as shifts in preferences 
of investors or consumers, changes resulting from innova­
tions, discoveries, or such things as increases in 
efficiency of operation. General price level changes, 
on the other hand, are associated with monetary expansion 
or contraction.
Price level changes result in both real and 
illusory gains and in practice the two are seldom distin­
guished. A difficult aspect of capital gain and loss is, 
then, that the same dollar amount of gain or loss may 
represent to one taxpayer a real change in economic 
position and to another a pure illusion with no change in 
ability to command goods and services.
Change in Interest Rates. Another source of 
capital gains and losses arises from changes in interest 
rates. Fixed income securities, such as bonds and preferred 
stocks, are priced in the market based on their fixed 
yields. Other factors, of course, affect the market 
prices but, other things equal, a fall in the interest 
rate will cause outstanding fixed income securities to rise 
in price in order to equate their effective yield with the 
yield of comparable securities issued at the new lower
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interest rate. The reverse of this is true for increases 
in the interest rates.
For example, an investor purchases at par $100,0 00 
principal amount of 5 per cent bonds. The interest is payable 
annually and the bonds have 30 years to run. If the interest 
rate should fall to 4 per cent, the bonds could be disposed 
of for about $117,000. Such a disposition under present 
law would result in a realized capital gain of $17,000.
In practice it is impossible to determine the amount 
of change in market price that is attributable to changes 
in interest rates. First, the relevant rates of interest 
cannot be inferred from the market; there are literally 
thousands of interest rates. Further, if a close approxi­
mation of the "rate" of interest was available, it would 
be impossible to segregate the amount of change in a 
particular security price which was due to interest rate 
changes from that which may be due to numerous other 
factors which influence the market price of securities.
Whether or not the $17,000 gain in the example 
is real or illusory is debatable from two viewpoints.
From the standpoint of earning power the taxpayer is no 
better off since the entire sum would have to be reinvested 
in order to generate the same dollar amount of income.
To tax this gain would reduce the earning power of the 
taxpayer. On the other hand, the $17,000 represents
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increased ability to command economic goods and services.
If taxable income is to be based on earning power a tax 
on this type of gain would not be justified. If the 
total accretion to wealth concept is used the tax would 
be fully justified.
Change in Expectations. Since capital values
reflect, to a large extent, the present worth of expected
future receipts, a capital gain or loss may arise due to
changes in expectations of what future receipts will be
and how likely they are to be realized. Change in
expectations may arise from several different sources with
each of the sources in turn being influenced by a large
number of factors. Expectations depend on the amount or
duration of the future yield, the probability that a future
yield will become a reality, and the relationship between
. . 13the future yield and the present income possibilities.
The yield, its probability, and the relationship of the 
yield to present income are based on precarious knowledge 
of what is presently taking place and what will take place 
in the future. Also the limited knowledge is subject to 
evaluation by each investor and this is dependent on the 
psychological mood of the investors which is itself in a
13Federal Income Tax Treatment of Capital Gains 
and Losses, Ibid., p. 15.
state of constant fluctuation.
The list of underlying factors which could result 
in a change in expectations would be endless. They are 
not limited to economic considerations but include 
influences from the social and cultural areas as well.
The effect of a particular factor is subject only to 
vague calculation, if at all, and probably none can be 
estimated precisely. Occasionally, however, developments 
exert influences, the effect of which is obvious such 
as the assassination of President Kennedy in 1963, the 
development of a spectacularly successful product, or the 
significant suburban movement which has taken place in 
recent years. Factors may include changes due to tax 
policies, innovation or discoveries, competitive situa­
tions, efficiency of operations, changes in managements, 
or product acceptance. The psychological mood of investors 
which determines the willingness to accept risks and 
uncertainties is based on, in addition to economic 
judgments, each investor's family, social, religious, and 
cultural environment. All of these factors enter into 
the expectation of each investor on which decisions are 
made. The conglomeration of individual expectations 
comprises the expectation of the general investing public.
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Should Capital Gains be Included in Taxable Income?
Most Authorities Indicate in the Affirmative. As
noted by Professor Musgrave, "the concept of taxable
income which has gained increasing acceptance among
14fiscal theorists is that of total accretion." This 
concept as described above defines income as consumption 
during a given period plus the change in total net worth. 
All accretions to total wealth regardless of form or source 
are seen as constituting income. On the other hand, all 
diminutions of wealth are taken into account in determin­
ing income regardless of their nature. Practical and 
administrative considerations do not permit strict 
adherence to this concept but it does provide a consistent 
theoretical basis for determining taxable income. The 
generally accepted modifications of the total accretion
concept of taxable income are that only realized gains
15and losses be included and accretions due to gifts and 
bequests be excluded.
Other authorities firmly reject the total accretion 
concept of income; however, they generally agree that
14 . Richard A. Musgrave, The Theory of Public Finance
(New York: McGraw-Hill Book Company, Inc., 1959), p. 165.
15However, as indicated in the discussion of reform 
proposals (Chapt. VI) some would include part, if not all, 
unrealized gains and losses in taxable income.
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capital gains and losses should be included in the concept
of taxable income. Their position is that even though
capital gains and losses do not represent "true income,"
overriding considerations require that they be included
in taxable income. For example the late George 0. May
strongly defended on a theoretical basis the English
16position of not taxing capital gains. Yet at the
same time he conceded, "I think it is almost politically
et
i 18
17necessary to tax capital gains," and, simply "I regr
to conclude that it is necessary to tax capital gains.
Don Throop Smith also rejects the total accretion concept
but accepts that "capital gains be regarded as having a
definite taxpaying capacity, somewhat analogous to but
quite different from income, and hence reasonably subject
19to some taxation. . . . "
What are the reasons that cause those who do not 
view capital gains as income to view them as proper for 
inclusion in taxable income and why have many fiscal 
theorists accepted the total accretion concept for taxable
16Capital Gains Taxation, op. cit., pp. 21-23 and
34-37.
17Ibid., p. 22. 18Ibid., p. 96.
19Dan T. Smith, Federal Tax Reform (New York: 
McGraw-Hill Book Company, Inc., 1961), p7 119.
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income?
Political Expediency. One reason as mentioned by 
Mr. May is political expediency. The history of capital 
gains taxation indicates that at no time has Congress 
treated capital gains as anything other than an acceptable 
base for the income tax. This includes the Civil War 
income taxes as well as the modern income taxes. This long 
standing precedent is not likely to allow departure from 
the taxing of capital gains for many years to come.
Ability to Pay. A more important factor which 
underlies the precedent in the United States is that capital 
gains and losses have a direct bearing on the ability of 
a taxpayer to pay income taxes. A subcommittee of the 
House Ways and Means Committee stated "Capital gains 
constitute real taxpaying ability to the recipient no
20less than equivalent income derived from other sources." 
Conceptual theorizing cannot obscure this fact (to which 
Congress has consistently adhered). It might appear that 
Congress wavered in granting preferential treatment.
This was not the case since preferential treatment had as 
its purpose relief for high taxes which resulted from the
20Report of the Subcommittee on Proposed Revision 
of the Revenue Laws of the Ways and Means Committee/ o p . 
cit.
118
"bunching" of income and to eliminate the adverse economic
21effects which were the consequence. There is no evidence
that this concession was based upon possible "illusory"
or "unreal" elements in capital gains. The ability to
pay proposition asserts that a taxpayer having a dollar
of capital gain can command the same amount of economic 
22power with it as with a dollar of economic enhancement 
which accrues in any other form. This is not to say that 
there are no illusory or unreal elements of capital 
gains but that the same elements appear to a greater or 
lesser degree in other forms of economic gains (even 
salaries and wages).
True Income Would Escape Taxation. The above 
analysis of the source of capital gains and losses indi­
cates that they include elements of real income as well as 
elements that are unreal. It has been pointed out that the 
relative magnitude of the real and unreal elements is
21The House report on the Revenue Act of 19 21 gave 
the following reason for preferential treatment: "The
sale of farms, mineral properties, and other capital 
assets is now seriously retarded by the fact that gains 
and profits earned over a series of years are under present 
law taxed as a lump sum. . . .  in the year in which the 
profit is realized,"
22A taxpayer experiencing a capital g a m  can command 
resources and channel them at his choosing by either 
spending or saving. This ability exists even before the 
gain is realized.
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subject to debate and in a specific instance impossible 
to determine accurately. Whatever the magnitude of the 
element of real income (and the total accretion concept 
indicates it is substantial), to exclude capital gains 
from the tax base would be inequitable since some elements 
of real income would go untaxed. For example, in the case 
of reinvested profits the tax system would obviously be 
incomplete for stockholders of a nondistributing corpora­
tion would be able to completely avoid taxation on their 
shares in the corporate profits.
Other Considerations♦ An extensive summary of
arguments against the taxation of capital gains has been
23compiled in an article by Professor Blum. Arguments 
for the preferential treatment of capital gains (which 
are the same as arguments for not taxing capital gains) 
are presented and then discounted in the article. The 
major objections to the taxation of capital gains have 
been mentioned above. Most of them are involved in the 
applicable concept of income and the unreal or illusory 
elements contained therein. The arguments dealing with 
the possible adverse economic effects of a capital gains 
tax certainly do require consideration and will be mentioned
23Blum, ojd. cit., pp. 247-266.
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in the following section which reviews the pros and cons 
of preferential treatment.
Should Capital Gains and Losses Receive Special Treatment?
"Bunching" of Income. The total accretion concept
of taxable income which would take capital gains and losses
into account as they accrue is theoretically superior to
the "realization principle" which is resorted to only for
practical reasons. Under the realization principle, gains
and losses which accumulate over several years are
arbitrarily assigned to the period of sale. This type of
income is differentiated from other sources which accrue
and are subject to tax in the same period. Congress
recognized this in the consideration of the preferential
24treatment afforded in the Revenue Act of 1921. It has 
been generally accepted that it is inequitable to tax at 
progressive rates, in a single tax year, capital gains 
which have accrued over a period of several years.
The so-called "bunching effect" of subjecting capital 
gains to taxation only at the point of realization demands 
some type of special treatment. The preferential treat­
ment afforded long-term capital gains under the present 
law is partly justified because of this effect. However,
24See footnote 21.
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the amount of tax preference given long-term gains has
generally been substantially greater than the amount of
the tax rate adjustment required by this equity considera- 
25tion. From the standpoint of "bunching" alone, the
special rates are lower than are required to eliminate
the inequity of having gains taxed in one year. Bunching
calls for some type of averaging arrangement rather than
for partial exclusion with a relatively low maximum rate.
A better solution would be to eliminate the problem by
spreading capital gains and losses over several years.
No approach can compare with the equity of averaging.
Attempts to gain a result similar to averaging by such
treatment as the present law calls for can only lead to
effective rates which are too low for some taxpayers and
too high for others. Since 1964 income from other sources
2 fihas been subject to a limited form of averaging. What 
is called for, then, would not be properly referred to as 
preferential from the standpoint of other income, but it 
would be special when compared to the provisions of the 
present capital gains provisions.
25Federal Income Tax Treatment of Capital Gains and 
Losses, o p . cit., p. 13.
^ S e e  discussion of income averaging in discussion 
of reform proposals (Chapter V I ) .
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Economic Effects. The effect of the capital gains 
tax on the level and type of economic activity is not 
clearly established. At one time or another the United 
States has prospered with high rates and suffered with low 
rates. Fluctuations in the prices of assets have been 
experienced with both high, low, and no capital gains tax. 
The English, who until recently had no tax on capital gains, 
have encountered pronounced booms and depressions in their 
economy. Perhaps the effect of such a tax on the economy 
is difficult or impossible to isolate due to the myriads 
of other relevant factors; however, to assume that a 
capital gains tax does not exert a definite influence on 
sales and exchanges, the prices of assets, and the level 
and type of investment undertaken is completely illogical. 
Furthermore, at some level the effective tax rates may 
reach it would certainly exert a dampening, if not stifling, 
influence on the factors of the economy mentioned above. 
Whether this would be viewed as a good or bad situation 
would depend on the goals of the economy at the particular 
time. At times and to some people there is nothing 
sacred about a high rate of economic activity, particularly 
since uneconomic activity is often a by-product.
The study done by Wilbur Steger on the economic 
consequences of taxing capital gains at the full progressive
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27rates strongly supports preferential treatment. Some
weight may have been taken from his conclusions due to the
downward revision of individual tax rates in 1964; however,
they would very likely be the same if the present rate
structure were substituted. Furthermore there is some
doubt that the present lower rates will long be in effect.
Steger concludes that subjecting capital gains to full
taxation would . . . "substantially increase the impediment
2 8imposed on the mobility of capital assets . . . "  Note
that the statement implies that there is already some degree
of impediment. The increased impediment would result from
an increase in the effective rate of tax on capital gains
and would be true with or without averaging. Based on
Steger's study an averaging device would be of little
benefit if the high progressive rates were maintained.
On a five-year proration approximately" three-fourths of
the taxpayers claiming capital gains would reduce their
taxes less than 5 per cent compared to the taxes paid
29without a proration device.
27Wilbur A. Steger, "Economic Consequences of Sub­
stantial Changes in the Method of Taxing Capital Gains and 
Losses." Tax Revision Compendium (Washington: United
States Government Printing Office, 1959), Vol. 2, pp. 1261- 
1283.
^Ibid. , p. 1280.
^Ibid. , p. 1264.
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The immobilization of capital which occurs actually 
results from the employment of the realization principle.
A tax on capital gains adds a tax cost to the sale of an 
asset while no comparable cost exists for holding the 
asset. If unrealized gains were taxed there would be no 
discrimination and this criticism would be eliminated.
The degree of discrimination is greatly increased due to 
the possibility of completely escaping tax on unrealized 
gains at death. The taxation of unrealized capital gains 
at death would greatly reduce this discrimination; the 
advantage to holding would be limited to the difference 
in the present value of paying the tax at two different 
points in time.
Many investors are not affected in their decisions 
by the advantage of holding appreciated assets. Often 
institutional investors are tax exempt; unsophisticated 
private investors (presumably a large percentage fall into 
this category) ignore tax considerations. Other factors 
such as policies for investing for the "long-run," desires 
to maintain investment in certain enterprises at particular 
levels, and involuntary realizations exert overriding 
influences on decisions.
Thus it is possible to argue that the capital gains 
tax constitutes an impediment to the economy and to counter 
with arguments as to why the impediment is not of major
concern. All agree that at some level of effective rates 
the economic effects do become a major consideration. The 
goal in taxation of capital gains should be to provide the 
necessary revenue as equitably as possible with resulting 
economic effects that are consistent with the goals of the 
economy at the particular time. Complete absence of inter­
ference is not necessarily desirable. Judging from the 
performance of the economy in the United States in the 
past, the present degree of interference resulting from 
capital gains taxation has not been a severe handicap.
CHAPTER VI
ALTERNATIVE REFORM PROPOSALS
The appraisal of the relative merits of a tax 
depends on whether or not it results in equitable treatment 
of taxpayers; possesses desirable economic and social 
effects; produces the required amount of revenue; and, 
whether or not it is practical from the standpoint of 
compliance and administration. Students of capital gains 
taxation find that conflicts exist between each of these 
criteria. Deriving the maximum benefit from any one area 
automatically raises havoc with the other areas.
Efforts to devise a workable capital gains tax 
must result from a series of compromises. The combination 
of compromises which would produce the desired overall 
result has never been discovered, much less agreed on.
The result has been a wide range of proposals for revision. 
At one extreme complete exemption of capital gains from 
tax is called for. At the other extreme it is suggested 
that capital gains and losses should be granted no special 
treatment, but taxed as ordinary income.
This chapter will review the major proposals for 
reform and several less significant proposals will be 
mentioned briefly. The purpose is not to provide a complete 
review of proposals, but to discuss those which appear to
have the potential of contributing to the rectification 
of the capital gains area in the near future.
Averaging of Income
A number of different averaging proposals have been 
put forth as solutions to the problems due to bunching of 
income in the year of realization. The scope of this paper 
does not allow a complete handling of averaging techniques 
but the presentation which follows should be sufficient 
as an indication of the type of relief that such devices 
could provide. The material here represents the more 
common approaches and proposals that would seem to have 
reasonable chance of being considered by Congress if the 
occasion should arise.
Each of the approaches assumes that capital gains 
and losses would be treated as ordinary income and that 
transfer of appreciated capital assets by gift or death 
would be treated as constructive realization of gain or 
loss. The approaches also incorporate the parallel treat­
ment of capital gains with capital losses. These provi­
sions are generally espoused as being necessary to the 
establishment of an averaging plan. On the other hand, 
each approach can be considered as either optional with 
the taxpayer or required of all taxpayers. Also, each 
proposal is capable of handling the taxation of unrealized
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gains either annually or at the end of an arbitrarily 
determined period. Averaging can be implemented with or 
without provision for the taxation of unrealized capital 
gains.
Income Averaging Under the Present Law. The 
Revenue Act of 1964 provided a new averaging device which 
supercedes the special, limited averaging procedure 
formerly in the law (old Sections 1301-1307). The Act 
substituted provisions (new Sections 1301-1305) which 
are available generally to any taxpayer.
Capital gains are excluded from the definition of 
averagable income under the present law. Although the 
matter has never been formally proposed, in the event that 
Congress should decide to provide some sort of averaging 
for capital gains, it would seem logical that the first 
thought would be to extend the present law to include 
capital gains. Considering the degree of complexity 
of the present averaging procedure, it would seem illogical, 
as well as impractical, for Congress to impose a distinctly 
different (and relatively complex) averaging method for 
capital gains. If averaging is desirable, the ideal 




The new provisions permit averaging of all types of
income except capital gains, wagering gains, income from
gifts or bequests, and premature distributions received by
2owner-employees under a pension plan. Only individual
citizens or residents throughout the year can qualify 
3for averaging. Corporations, estates and trusts are not 
eligible. Generally, averaging is not available to any 
individual who has very recently joined the ranks of
4taxpayers. In the event the adjusted taxable income of 
the current year exceeds 133 1/3 per cent of the average
5income for the preceding four years by more than $3,000 
averagable income results and, in effect, the averagable 
income is spread over the current and preceding four 
years. This is accomplished by adding 1/5 of the averagable 
income (only the excess of adjusted taxable income over 
133 1/3 per cent of base period income) to the remaining 
or nonaveragable income (133 1/3 per cent of average base 
period income) and computing a tax. All averagable income
2Int. Rev. Code of 1954, Sec. 1302(b)(1).
2Int. Rev. Code of 1954, Sec. 1303(a).
^Int. Rev. Code of 1954, Sec. 1303(c)(1).
5As adjusted by rules set out m  Int. Rev. Code of
1954, Sec. 1302(c).
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is then removed from the base and a tax is computed solely 
for the nonaveragable income of the current year. The 
difference in the two taxes represents the tax due on 1/5 
of the averagable income at the current year's rates.
This difference is multiplied by 5 to find the total tax 
attributable to the averagable income. The sum of the 
taxes on averagable and nonaveragable income represents 
the tax liability for the current year.
Even from the general description given above 
the complications involved in this averaging system are 
evident. A more detailed explanation would reveal diffi­
culties in determining eligibility and in the computation 
when, for example, capital gains are involved, the base 
period includes low-income or no-income years, or both 
joint and separate filings were made in the averaging 
period.
Proration of Capital Gains and Losses. Proration 
is an averaging method designed to give relief to a 
limited group of taxpayers with variable or bunched incomes. 
Just as averaging has many approaches, there are a number 
of ways to implement proration. One approach would be to 
spread realized capital gains or losses in equal-size 
installments either forward or backward over a period 
equal to the holding period of the asset or some arbitrary
131
period of time (5 or 10 years is commonly suggested).
Under this form of proration the net realized capital gain 
or loss of the current year would be divided into equal 
parts (the number of parts would be dependent on the 
length of the proration period). The tax for each of the 
proration years then would be recomputed on the basis of 
ordinary income plus the prorated part of the realized 
gain or loss at the rates and exemptions applicable to 
each year. The tax applicable to a capital gain or the 
tax credit applicable to a capital loss would be the 
difference in taxes actually paid and the new tax liability 
determined after the inclusion of the prorated gains and 
losses.
Another proration method avoids the disadvantage 
of having the computation of tax liability dependent 
upon past or future incomes and tax rates. The capital 
gain or loss is spread over the period an asset was held 
(or an arbitrarily determined period) in order to arrive 
at an effective tax rate based only on tax rates, exemp­
tions, and other income of the year of computation. This
g
approach is similar to the one provided in the law which 
is described above as being applicable to income other 
than capital gains. The major difference is the reference
^Int. Rev. Code of 1954, Secs. 1301-1305.
132
of the present law to income for four prior years and the 
133 1/3 per cent nonaveragable income. Under this method 
the computation involves dividing the total realized gain 
or loss by the chosen number of proration periods; computing 
the difference in the current year's tax resulting from 
the inclusion of one equal part of the gain or loss in 
taxable income; and multiplying the difference by the 
number of proration periods in order to arrive at the 
total tax or tax credit applicable to the gain or loss.
Simple or Periodic Average. Although it would be 
possible to apply simple averaging to a specific type of 
income such as capital gains or losses, the approach 
is designed to equalize the taxes of individuals with the 
same aggregate income for an arbitrarily determined 
averaging period (5 or 10 years is commonly suggested).
At the end of each averaging period the taxpayer would 
recompute tax liability for the period as if the total 
income for the period had been received in equal install­
ments. The taxpayer would be entitled to a tax credit 
in the event that the recomputed tax liability is less 
than the actual taxes paid annually during the period.
Cumulative or Progressive Average. As suggested by 
the use of the word cumulative in the title, this averaging
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process is continuous over the averaging period. The 
averaging computation for the simple average is made at 
the end of a predetermined number of tax periods and only 
the periods within the averaging period are involved.
This system requires an averaging computation at the end 
of each tax year (with the exception of the initial year) 
and all tax years from the point of inception are included 
in the average. For a given averaging period the simple 
and cumulative approaches would yield the same tax 
liability. The primary difference in the two methods is 
that the cumulative method would keep the taxpayer current 
with respect to tax liability, whereas, the periodic 
would not.
Cumulative averaging could be adapted for a specific 
type of income but is generally recommended as being made 
applicable to all types of income. Also, it could utilize 
an averaging period of any length, even from a taxpayer's 
first return until his final return. Again most suggestions 
have been for an averaging period of 5 or 10 years. In the 
first year of the chosen period a taxpayer would simply 
pay tax on the income received in that year. At the end 
of the second year of the period, the taxpayer would 
compute tax liability for the two years. After the second 
year's computation the taxpayer would pay or receive a 
refund for the difference in the actual tax paid in the
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first year and the tax computed on average income. After 
each subsequent year of the period this procedure would be 
repeated.
Moving Average. The operation of a moving average 
would be similar to the cumulative average approach in 
that both would involve an annual computation and settle­
ment. Each year's income has an effect on average income 
under the cumulative plan. Only the most recent years 
would make up the average under a moving average plan.
The choice of the number of years to be included is 
generally five. Each year the current year's income is 
added and the earliest year's income is excluded. An 
averaging period might be the five most recent years 
(1962-1966) for the 1966 tax year computation. If so, 
the 1967 computation would include tax years 1963-1967.
The effect of this plan is to tax income as if it had 
been earned ratably over the averaging period.
Advantages and Disadvantages of Averaging. The 
averaging plans described above would seem to provide a 
solution to the problems arising in connection with the 
taxation of fluctuating income from the realization of 
capital assets. Under any one of the plans two taxpayers 
with the same aggregate income ever a given period would 
incur very similar (if not identical) tax liabilities.
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The more equitable treatment of taxpayers would seem to
be the strongest argument in support of averaging— the
large majority of those who have reviewed these proposals
have supported them. However, a dissenting view is
7presented by one authority, Wilbur Steger. Hxs conclu­
sions are noteworthy since they are partly based on an 
empirical study. He indicates that averaging systems 
generally reduce the effectiveness of the progressive 
tax structure because of the equalizing effect upon the 
distribution of income. Steger's study indicated that the 
reduced effectiveness would vary according to the specific 
averaging plan chosen, but could be as high as 20 per 
cent. Some other damaging arguments which he presents 
are:
1) A long averaging period is inconsistent with the 
period by which the majority of individuals conceive 
and plan their economic activity.
2) Many averaging systems are defective because 
taxes under the averaging system respond to current 
income only with a lag.
3) The prevention of changes in the progressive tax 
structure, as under certain averaging systems, is 
inequitable.8
7Wilbur A. Steger, "Averaging Income for Tax 
Purposes: A Statistical Study," National Tax Journal, IX
(June, 1956), pp. 589-620.
^Ibid., p. 594. . _
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Also, an averaging plan for realized gains and 
losses combined with the taxation of unrealized gains and 
losses, either periodically or at death or gift, would 
reduce the influence of timing on the disposition of 
capital assets and remove a major inducement for taxpayers 
to hold capital assets with accrued gains. The fact that 
capital gains and losses would be subject to the same 
rates as ordinary income would reduce substantially the 
myriads of problems (both legislative and judicial) 
associated with'attempts to convert ordinary income into 
capital gains. At the same time sources of complexity 
in the law such as holding periods, percentage exclusions, 
maximum effective rate limitation, and limited income 
offsets for capital losses all would be eliminated.
Problems surrounding allowances for depreciation would be 
mitigated and the complicated provisions involved with 
"recapture of depreciation" would be unnecessary; Sections 
1245 and 1250 could be done away with. Averaging would 
also stabilize tax revenue to a large degree, thus 
facilitating fiscal planning.
Although there is no general agreement in this area 
Steger also believes that averaging combined with the full 
inclusion of capital gains and losses would have serious 
economic consequences. The reason given for this is that 
"the effective rate on capital gains would increase
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severely, for all taxpayers, above the taxes paid under
9the current preferential treatment, averaging or not."
On this point most proponents of averaging agree. Steger 
points out that averaging is not much relief from the 
impact of full inclusion. His estimate is that averaging 
would reduce the tax on capital gains by 5 per cent or 
less."*"^ He cites adverse economic effects such as: 
decreased mobility of capital assets, accentuated fluctua­
tions in the price of capital assets, a long-run decline 
in the price of capital assets, reduced aggregate invest­
ment, and reduced investment in high risk assets.
A major problem with averaging is that it would 
raise difficulties of compliance and administration. It 
is generally thought that this would be a small price'to~ 
pay for the increase in equity that would be obtained.
It should be recalled that, although a degree of complexity 
is attendant to any averaging plan, the difficult provisions 
relating to the taxation of capital gains and losses of 
the present law mentioned above would be eliminated.
The recent adoption of electronic data processing methods 
by the Internal Revenue Service in the processing
9Wilbur A. Steger, "Economic Consequences of 
Substantial Changes in the Method of Taxing Capital Gains 
and Losses," Tax Revision Compendium (Washington: United
States Government Printing Office, 1959), vol. 2, p. 1265.
^Ibid. , p. 1266.
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of taxpayer returns should solve many of the administrative
problems which formerly existed.
Experience indicates that the success of averaging
depends partly on its practicability. Averaging experiments
in Wisconsin and Australia were abandoned after a brief
period. Practical considerations played a major part in
11the failure of these experiments. Most students of
taxation would agree that "the^ complexities are great,
but basically arithmetical, as compared to the legal
12scheming that surrounds the capital gains tax."
Some additional information is required by all of 
the averaging proposals. Proposals which involve "spread- 
back" may involve the reopening of prior year's returns 
or at least the availability of information from a number 
of prior years. Since it is undesirable to cause tax 
years on which the statute of limitations has run to be 
reopened and due to the fact that many taxpayers may not 
be able to locate their prior tax returns, averaging plans 
with these features present serious disadvantages. Averag­
ing plans which do- not require taxpayers to make computation
"^Report of the Wisconsin Tax Commission (Madison, 
Wisconsin, 1936) and Third Report of the Royal Commission 
on Taxation (1934), sec. XXXIV.
12J. B. C. Woods, "Taxation of Extraordinary 
Income," Taxes, vol. 33 (May, 1955), p. 365.
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and settlement on an annual basis present a problem of
collections which may be serious. Any widening of the
gap between the time income is earned and the time when
tax is due would seem undesirable. The experience of the
13State of Wisconsin's short-lived plan bears this out.
Rollover Approach
A proposed solution to the capital gains dilemma 
is the so-called "rollover approach." It involves the 
deferral of tax on net realized rollover gains to the 
extent that the gains are reinvested in other rollover 
assets. Net realized rollover losses would be recognized 
in full in the year of realization regardless of rein­
vestment. In the event that a taxpayer realizes a 
rollover gain and fails to reinvest the proceeds the net 
unreinvested gain would be subject to tax as ordinary 
income. Several variations of this approach are possible 
but, except where otherwise indicated, this discussion
is drawn from material presented before the Ways and
14Means Committee in 1958.
13Report of the Wisconsin Tax Commission, o p . cit.
14Statement of Reuben Clark, Hearings before the 
Committee on Ways and Means, (General Revision of the I.R.C.), 
85th Congress, 2nd Sess., Part 2 (1958), pp. 2272-2281.
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Assets Eligible. Although it would be possible 
to incorporate the present definition of capital assets 
into the rollover approach, rollover assets should be 
limited to property held for income production and not 
primarily for purposes of selling at a profit. The notable 
variance from the capital asset definition is that rollover 
assets would include depreciable property.
Taxpayers Eligible. In order to keep deferred tax 
on rollover gains from being postponed indefinitely, the 
proposal requires that the death of the taxpayer be treated 
as constructive realization. Since corporations have 
unlimited lives, the proposal allows deferral only to 
non-corporate taxpayers. It would be possible, however, 
to allow corporations rollover treatment for depreciable 
property.
Reinvested Gains. As indicated, the net realized 
rollover gains are to be deferred to the extent of rein­
vestment in qualified rollover assets. The cost basis 
of the new property acquired as reinvestment would be 
reduced on a pro rata basis by the amount of the gain 
currently not recognized. If total purchases for the 
year exceed the total sales for the year, any realized 
gain from qualified assets must have been reinvested and 
no current tax liability would result.
|
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Non-Reinvested Gains. In the event that sales of 
rollover assets exceed purchases for the year, any 
resulting gain would either be wholly or partly taxable 
as ordinary income. If the gain is less than the net 
reduction in qualified assets, the entire gain would be 
taxed as ordinary income. When the gain is equal to or 
greater than the net reduction in qualified assets, the 
recognized gain would be limited to the amount of the 
reduction with the remainder serving as a reduction of 
the cost basis of the new property acquired.
Realized Losses. The proposal provides for a 
current deduction against ordinary income where trans­
actions in rollover assets results in a net loss. This 
would be true regardless of whether the taxpayer increased 
or decreased his investment in rollover assets. In 
addition, it is suggested that very liberal treatment be 
allowed for ordinary loss carryovers.
Death of Taxpayer. An important facet of the 
rollover proposal is that the death of the taxpayer must 
constitute a constructive realization of any deferred gain 
on property which is held at time of death. Otherwise 
the rollover plan becomes an exemption plan. In addition 
to the recognition of realized gains that had been deferred, 
it is suggested that all unrealized gain become subject to
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tax at death. Problems created by the bunching of income 
that may result would be handled through the extension of 
income averaging to rollover gains and a provision for the 
extension of time for payment of tax similar to that allowed 
for the estate tax where a closely held business is 
involved.^
Holding Period. No holding period would be required 
with respect to rollover assets.
Year-end Adjustments. The determination of the net 
gain or loss from rollover assets is to be made on the 
basis of a conventional tax year. Since the recognition 
of a net gain would be dependent on reinvestment, tax­
payers disposing of rollover assets near the end of a 
tax year would need some grace period after the year ends 
within which they could make qualified reinvestments. A 
period of thirty or sixty days is suggested.
Advantages. The primary advantage of this proposal 
is that it would contribute to a better allocation of 
investment funds by eliminating the immediate tax conse­
quences of disposing of appreciated investments. In
15Small Business Tax Revision Act of 1958, 72 Stat.
1681.
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addition, it would take away the present incentive to 
hold appreciated property until death in order to escape 
income taxation.
The proposal would largely neutralize the differen­
tial that exists between the treatment of capital gains 
and other income. The reduced incentive to achieve the 
preferential treatment would ease the all-out effort to 
seek or create loopholes to transform ordinary income into 
capital gains.
Equity would be facilitated. Not only would the 
treatment of taxpayers with the same amounts of income 
be brought into closer harmony, but also the differences 
in the tax impact for individuals at various income levels 
would be mitigated.
Disadvantages. The major problem in the implemen­
tation of the rollover approach is complexity. Mr. Clark
states a contrary opinion ". . . i t  would be both adminis-
16tratively feasible and relatively simple in practice."
Dan Throop Smith indicates that "It would, however, make
the law more complicated; perhaps it would not be adminis-
17tratively feasible." The reporting and administrative 
16Reuben Clark, "An Alternative to Capital Gains 
Taxation: A 'Rollover' Account for Investment Assets,"
Howard Law Journal, vol. 4 (June, 1958), p. 161.
17Dan T. Smith, Federal Tax Reform (New York: 
McGraw-Hill Book Company, Inc., 1961), p. 152.
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problems are not insuperable; however, they are significant 
enough to present a real limitation.
The impact of such a proposal on revenue has not
been estimated. Obviously, the loss relative to the 
contribution of the capital gains tax would be a major 
factor to consider.
Variations. The rollover proposal can be applied to 
gains and losses from any group of assets. To minimize 
problems in transition it may be desirable to equate the 
present capital asset with the rollover asset. Or it may 
be desirable, at least initially, to limit qualified 
assets to corporate securities. Ideally the definition 
should be made to emcompass only "true" capital assets.
As an alternative to recognition of all rollover
gains (both realized and unrealized) at point of death,
the proposal could recognize only the realized portion.
The result would be similar to the present law. Of course 
the incentive not to realize gains but to hold property 
until death would remain. Another variation would be to
18tax the unrealized portion through a special estate tax.
The "carryover of basis" for property transferred at
18Federal Income Tax Treatment of Capital Gains and 
Losses (Washington: United States Treasury Department,
1951), p. 77.
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death is another possibility. The basis in the hands of
the decedent would become the basis of the property in the
19hands of the decedent's heirs.
Taxation of Transfers at Death and by Gift
Constructive Realization. The proposal to tax
capital gains at the point of transfer at death and by
gift has been mentioned in this chapter as a counterpart
to various other proposals. In that context the unrealized
gain was to be recognized at death or by gift and included
in income to be taxed at full progressive rates. Here it
is independently considered as a reform measure with the
retention of preferential treatment. The description of
the proposal will follow the form outlined by the President
20in January, 1963 and discussed in more detail by the
21Secretary of the Treasury. The fact that the Administra­
tion has suggested this proposal makes it important from a
19Richard Katcher, "A Critique of Capital Gains 
Taxation Problems and Proposals," 1962 Southern California 
Tax Institute (New York: Matthew Bender & Company, 1962),
p. 790.
20Message from the President of the United States," 
Hearings Before the Committee on Ways and Means, 88th Cong.,
1st Sess., Part 1 (1963), pp. 23-26.
21 "Technical Implementation of the President's 
Recommendations Contained in his Message on Taxation," 
Hearings Before the Committee on Ways and Means, 88th Cong.,
1st Sess., Part 1 (1963), pp. 128-137.
>
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practical viewpoint even though it did not become a part
of the House bill. Although this is not a comprehensive
measure, it would constitute a move in the right direction
and tend toward equality of taxation not only among those
with the same amount of income from different sources but
also among those whose income is mainly capital gains.
It is true that this proposal would not eliminate the
advantage in the postponement of realization, but it would
do away with the more powerful advantage of complete
exemption from the income tax.
The present law does not provide for taxation of
gains or losses resulting from the disposition of property
by gift or at death. In the case of gifts, generally the
basis of the property in the hands of the donor becomes
22the basis to the donee. Under this proposal, the donor
would be taxed on appreciation up to the point of gift and
the donee would then receive the property with a basis
as the fair market value at the date of gift. Presently,
in the event of death, the beneficiary receives property
of the decedent with a basis equal to the valuation used
23for estate tax purposes. The result being that apprecia­
tion of property while in the hands of the decedent is not
22 Int. Rev. Code of 1954, Sec. 1015(a).
^Int. Rev. Code of 1954, Sec. 1014.
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subject to income tax. This proposal would place a tax 
on the unrealized gain on property held at time of death.
This proposal calls for constructive realization 
of gains and losses when capital assets are donated or 
transferred at death. The valuation used for estate tax 
purposes would be used to determine the capital gain or
loss in the decedent's final income tax return. The
resulting gains or losses would be taxed at the normal 
capital gains rates (for purposes of the President's 
proposal the inclusion percentage was to be reduced from 
50 per cent to 3 0 per cent). Since the bunching of
income would obviously occur under this plan the averaging
provisions of Sections 1301-1305 (described in the section 
of this chapter on averaging) would be extended to include 
capital gains. Related special provisions include a three- 
year capital loss carryback, an exemption for the first 
$15,000 of gain involved, a marital exclusion which would 
operate like the marital deduction, permanent exemption 
for charitable bequests, and an arrangement which would 
permit up to 10 years to pay the estate tax.
Lifetime gifts would be treated essentially the same 
as any other sale or exchange of capital assets. Completed 
gifts (if the property would not be included in the gross 
estate for estate tax purposes) involving gains would be 
subject to the normal capital gains treatment. In the
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case of a loss, no change would be made and the usual 
rules would apply. Special provisions would include an 
exception for charitable gifts, a marital exclusion, and 
an exemption of the first $15,000 of gain (one exemption 
would be applicable to transfers by gift and at death).
A number of different capital gains reform measures 
which employ the taxation of gift or death transfers are 
possible. The combination of this proposal with various 
averaging methods has already been mentioned. In connec­
tion with the rollover proposal, tax could be imposed at 
the point of death on all gains, whether or not realized, 
with a spread-back provision to alleviate the bunching 
problem. Also with rollover, it would be possible to tax 
at death only the previously realized but untaxed gains 
leaving the unrealized gains, as at present, not subject 
to income tax. Another approach would be to solve the 
problem with an additional estate tax based on the portion 
of the decedent's property which constitutes unrealized 
gain. In the event that an income tax on unrealized gains 
is held to be unconstitutional, one author suggests yet 
another alternative, that of imposing an excise tax on
the accrued gains at the same rates and in combination
24with the taxes on ordinary income. All of the approaches 
24Lawrence H. Seltzer, The Nature and Tax Treatment 
of Capital Gains and Losses (New York: National Bureau of
to taxing unrealized gains at gift or death are open for 
variation of applicable rates and even as to the type of 
assets to be included. According to one's view of what 
is appropriate, rates could be the same as the preferential 
ones now in effect, those applicable to other income, or 
set at any other level. The definition of capital assets 
for this purpose could be broad or narrow according to 
one's purpose and what seems practical. Also, there is 
no reason why the proposal could not be altered to include 
either transfer by gift or at death, and not necessarily 
both. It would appear that parallel treatment would 
be desirable but not required.
In support of the constitutionality of the Presi­
dent's proposal, Secretary of Treasury Dillon submitted 
an opinion prepared by the General Council of the Treasury. 
The opinion points out that Federal courts should give a 
liberal construction to the Congressional power to tax by
recognizing its broad discretion to define income. With
2 6respect to Eisner v. Macomber, in which the Supreme
Economic Research, Inc., 1951), p. 302.
25 "Opinion of the General Council of the Treasury," 
Hearings Before the Committee on Ways and Means, 88th 
Cong., 1st Sess., Part 1 (1963), pp. 592-598.
26252 U. S. 189 (1920).
Court ruled unconstitutional an attempt to tax stock 
dividends and defined income so as to exclude unrealized 
gains, the case is not an obstacle to the proposed legisla­
tion. "Later Supreme Court cases have so modified and 
qualified its concepts that there is every probability 
that the Supreme Court will now recognize power in
Congress to tax appreciation in value as income at
27appropriate times." Referring to the definition of
income set out in Macomber, "the proposed legislation is
not inconsistent with the foregoing definition as it
proposes to tax as income 'something of exchangeable
value' that is 'drawn by' the taxpayer for his 'disposal.'
The increase in value, having an exchangeable value, would
be disposed of by the taxpayer according to his wishes to
2 8accomplish his economic objectives."
The implementation of this proposal would be very 
favorable from the equity standpoint. The present discrimi­
nation which exists between taxpayers who choose to 
realize their gains during life and those who hold appre­
ciated property until death would be eliminated. Also 
the ability of taxpayers to postpone tax through gifts
27 "Opinion of the General Council of the Treasury," 
o p . cit., p. 593.
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(in extreme cases postponement can continue for several
generations) would be curtailed. It is estimated that
gains which pass untaxed between generations are as much
29as $12 or $13 billion each year. Not only would equity
be facilitated but this also represents a tremendous
untapped source of revenue. The result of imposing a
tax on these unrealized gains would be to significantly
lessen the incentive to hold appreciated assets (the so-
called locked-in effect) thus providing for a much more
natural flow of investment.
One authority refers to the present opportunity
for reducing personal income tax by realizing all capital
losses and retaining until death all appreciated capital
assets as "the most serious single fault in our income 
30tax system." The same authority indicates that correc­
tion of this would disrupt the significant evasion of tax 
due to undistributed corporate earnings. The proposal 
would ensure that stockholders would ultimately be taxed 
on their pro rata shares of reinvested corporate profits.
Continued adherence to the realization principle 
is supported by the fact that it is traditional, common in
29 .Hearings Before the Senate Finance Committee
(on the Revenue Act of 1963), 88th Cong. 1st Sess., Part 1 
p. 307.
30Henry C. Simons, Personal Income Taxation (Chicago 
The University of Chicago Press, 1938), p. 164.
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business usage, and largely coincides with accounting 
treatment. Departure from realization creates additional 
problems of valuation and basis determination. Where 
transfers are large enough to require valuation under 
present law no additional problems arise, however. Such a 
proposal (even with the exemption of the first $15,000 of 
gain) would create new valuation problems. Also, whereas 
presently no basis need be determined for a decedent's 
assets, basis would be required under this proposal 
since transfers would be realizations. This would create 
difficulties where the assets had been owned for a long 
period of time or where the records of the decedent were 
incomplete or nonexistent.
Another problem has to do with the increased 
liquidity which would be demanded under the proposal.
Even with an averaging plan and liberal terms for payment 
of tax where a closely held business is concerned, estates 
may be forced to liquidate assets. This may not be 
desirable from a social or economic standpoint. The 
liquidity problem would be minimized under the President's 
proposal due to decreased percentage inclusion, lower 
rates, averaging, and the liberal payment terms. The 
problem would be much greater under other proposals which 
would apply the full progressive rates that are applicable 
to other income.
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Although this proposal would eliminate the possibility 
of complete exemption from capital gains tax, it would not 
do away with the advantage to be gained by postponement 
of tax by retaining the asset until death. The advantage 
would be countered by the liquidity problems which may 
arise by holding appreciated property until death. Thus 
tax planning may dictate that gains be recognized, at least 
partly, at certain intervals during life so as to alleviate 
the liquidity problem at death.
Transfer of Basis. Due primarily to the problems 
of constitutionality and the ability-to-make-payment, an 
alternative to constructive realization has been proposed. 
This approach involves a carryover of the decedent's 
basis to his heirs. The procedure would be similar to 
that provided in the present law for gifts (Section 1015 
described above). Heirs would compute capital gain or 
loss on disposition of inherited assets be referring to 
the basis of the decedent as adjusted for any tax paid on 
the appreciation in value during the decedent's lifetime.
This approach is particularly noteworthy since the
House Ways and Means Committee substituted it for the
President's constructive realization plan in drafting the
31Revenue Act of 1963. The plan approved by the Committee
31Congressional Quarterly Weekly Report (Washington:
called for certain modifications such as the exclusion of 
the first $60,000 of all estates and a $15,000 exemption 
for those estates which would come under the basis carry­
over provisions. Only estates of persons dying after 
December 31, 1964 were to be subject to the new provisions
and the carryover would apply only to assets purchased
32after January 1, 1951. The Committee later reversed its
decision and eliminated this section of the tax bill.
The action came when the Committee could not agree on the
33legal language of the section. The Administration seemed 
to have been willing to go along with the carryover of 
basis provisions inasmuch as the Secretary of the Treasury 
referred to the tentative provision as "reasonably satis-
*  M 3 4factory.
This approach would completely avoid the constitu­
tional consideration and mitigate liquidity problems that 
arise under constructive realization. It would restore 
consistency to the treatment of transfers by gift and at
Congressional Quarterly Inc., 1963), XXI (Week ending 
June 7, 1963), p. 936.
^ Ibid. , (Week ending August 16, 1963), p. 1443.
33 Ibid., (Week ending August 30, 1963), p. 1517.
34Hearings Before the Senate Finance Committee 
(on the Revenue Act of 1963), 88th Cong., 1st Sess., Part 1, 
p. 145.
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death and curb tax postponement by removing the possibility
of escaping the income tax on capital gains at gift or
death. Also, it would aggravate the locked-in effects on
investment. Technical complications could be held to
minor proportions by the adoption of provisions which
would make the carryover apply -only to recently acquired
assets and to relatively large estates. Seltzer points
out that allowing the transfer of basis departs from the
35principle of a personal income tax. Congress has found 
no objection to this in the case of inter vivos gifts.
Accrual Basis
This proposal departs from the "realization prin­
ciple" which is traditional in income tax procedure.
It calls for the full annual recognition of both accrued 
and realized capital gains and losses. Each year taxpayers 
would be required to include in or exclude from taxable 
income the net accrued gain or loss on capital assets
3 6owned, whether or not such gain or loss had been realized. 
Usually this approach contemplates the taxation of capital 
gains at the same progressive rates that are applicable to
35Seltzer, og. cit., p. 303.
3 6Proceedings, Ninth Annual Conference, (New York: 
National Tax Association, 1915) , ppT 303-5 and Facing the 
Tax Problem (New York: Twentieth Century Fund, 1937),
pp. 490-1.
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ordinary income along with the full offset of accrued 
capital losses against ordinary income. Other variations, 
such as a periodic inclusion of accrued gains and losses 
with simple averaging over a set period, are possible. 
Another possibility would be to vary the definition of 
assets subject to accrual treatment; for example, a 
narrow definition might require this handling for listed 
securities only. Generally the approach that is suggested 
includes all capital assets under the present definition.
The approach would require an inventory of capital 
assets owned at the beginning and end of each tax year.
The net change in the value of the inventory would be 
taken into account as the final settlement of the tenta­
tive tax adjustments previously made on the accrual basis. 
In order to avoid the adverse effects of the bunching 
of gains or losses due to fluctuations in annual accruals, 
the proposal would include an income averaging plan. Just 
as the realization approach results in the bunching of 
gains and losses, the same problem (generally of much 
lesser proportions) would result from use of the accrual 
basis. Perhaps the simplest solution to this problem 
would be the allowance of generous carryforwards and 
carrybacks of net capital losses (another form of averag­
ing) .
No specific recommendation has been made on how to
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handle past unrealized gains and losses which would exist
as of the effective date for an annual accrual plan. A
number of methods for dealing with the problem appear.
Past accruals could be ignored with all property acquiring
a new basis at the starting date; all gains and losses
accrued in the past could be recognized in the first year
of the operation of the new system; a special averaging
plan could apply to the previously accrued gains or losses;
or, the prior accruals could be deferred until realization.
A form of initial recognition with averaging would appear
to be the most equitable method.
The implementation of a tax on unrealized gains
has been discounted since it was thought to have constitu-
37tional difficulties. The realization principle was
3 8enunciated by the Supreme Court in the Macomber Case
and this clearly indicates that an accrual method would be
unconstitutional. Presently, however, the chances of an
accrual method being upheld are much improved as indicated
by testimony before the House Ways and Means Committee in
connection with the taxation of capital gains (unrealized)
39 . .at point of transfer by gift or death. The opinion
Q  Q
Eisner v. Macomber, 252 U. S. 189 (1920).
3 9"Opinion of the General Council of the Treasury," 
op. cit., pp. 592-598.
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is not directed toward a complete accrual basis but the
reasoning given indicates that subsequent decisions have
impaired the authority of the Macomber Case. Other 
40authorities agree with this favorable opinion where 
transfer by donation or death is involved. This would 
seem to be just one step removed from a complete accrual 
basis. For a more detailed discussion of this opinion, 
refer to the section above on constructive realization 
at gift or death.
The accrual basis proposal is intended to offer 
uniformity and equity to recipients of capital gain and 
loss as well as ordinary income and loss. It would 
eliminate the existing possibilities for avoidance and 
postponement of the capital gains tax. On the one hand, 
difficult problems of compliance and administration are 
opened; however, it would eliminate problem areas created 
by present provisions for holding period; percentage 
exclusion, maximum alternative rates, and loss limitations. 
Tax free shifts of investments would be possible under this 
approach and incentives to hold appreciated property would
40Harold M. Groves, Production, Jobs and Taxes 
(New York: McGraw-Hill Book Company, Inc., 1944) , p. 75;
William Vickrey, Agenda for Progressive Taxation (New 
York: Ronald Press, 1947) , pp. 140-1; and Randolph E.
Paul, Taxation for Prosperity (New York: The Bobbs-
Merrill Company, 1947), p. 275.
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disappear.
The primary disadvantage of this approach is
indicated by this quotation from a noted tax authority:
"Outright abandonment of the realization criterion would
be utter folly; no workable scheme can require that
taxpayers reappraise and report all their assets annu- 
41ally. . . . "  Certainly for many types of assets
accurate appraisal is difficult and a broad definition
of capital assets may be unworkable under this plan.
Partially alleviating the valuation problem, as pointed
42out by Professor Shoup, is the fact that interim errors 
are not so serious since a final reckoning must occur 
at the point of realization. Another adverse effect of 
taxing unrealized gains is the lack of funds on the part 
of some taxpayers to meet their current tax liabilities.
The owners of rapidly appreciating property would be 
required to either realize a portion of their accrued 
gains or be forced to pay their taxes from other income or 
with borrowed funds. The implementation of accrual basis 
indicates some adverse economic effects arising due to an 
increase in the effective rate of tax for capital gains.
41 .Simons, op. cit., p. 207.
4 2Capital Gains Taxation (New York: Tax Institute
Incorporated, 1946), p. 26.
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A general redaction in the ordinary income-tax rates 
presumably would offset these effects.
Other Proposals
This section will mention briefly other less 
significant approaches to reforming the capital gains 
provisions.
Rationalization. This proposal calls for a careful
review of the entire area of capital gains taxation with a
view toward eliminating transactions and receipts which
are not true capital gains. Many incomes currently
receiving capital gains treatment (such as, distributions
from retirement plans, stock options, patent royalties,
coal royalties, cutting of timber, and livestock) would be
subject to ordinary income treatment. The President's
recommended tax legislation in 1963 included structural
43changes to correct these areas. The difficulty with 
this approach lies in trying to distinguish between true 
capital gains and other income. However, some items 
presently receiving preferential treatment are clearly
44outside the scope intended for preferential treatment.
43 "Message from the President of the United States," 
o p . cit., pp. 22-25.
44Stanley Surrey, "Definitional Problems in Capital 
Gains Taxation," Tax Revision Compendium (Washington:
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Other more comprehensive proposals include a suggestion 
for rationalizing capital gains as an integral part of 
reform.
Step-Scale Reduction in Tax Rates. Another proposal 
is to provide for a graduated reduction in tax rates 
applicable to realized capital gains based on the length 
of time an asset was held prior to disposition. Such a 
plan has received little attention since World War II 
but was actually a part of the capital gains law from 193 8 
to 194 2 (see the chapter on history). This plan would 
reduce the incentive to convert ordinary income into 
capital gains but would, on the other hand, increase the 
incentive to hold appreciated capital assets. Tax compu­
tations would be more complicated under the plan due 
to the various rates that may be applicable.
Elimination of Preferential Treatment. Some
authorities such as Harold Groves have recommended that
preferential treatment for capital gains and losses be 
45eliminated. Parallel treatment of all income would be
United States Government Printing Office, 1959), vol. 2, 
p p . 1 2 0 3 - 1 2 3 2 .
45Groves, ££. cit., p. 79. See also Henry C. 
Simons, Federal Tax Reform (Chicago; The University of 
Chicago Press, 1950), pp. 55-56.
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accompanied with an adequate averaging plan and the reduc­
tion of the personal surtax rates. Arguments for this 
method would be its simplicity, equity, and the fact that 
losses would be allowed unconditionally. It would, however, 
tend to increase the effective rates applicable to capital 
gains (with its possible adverse effects on investment) 
and accentuate the problem of double taxation on rein­
vested corporate earnings. Groves suggested advance 
payment on undistributed earnings by the corporation with
a corresponding credit to the individual at realization
46as a means of dealing with undistributed earnings.
Elimination of the Unreal Element in Capital Gains
47and Losses. Included in a proposal by Donald Corbin 
is an approach which would eliminate any unreal element 
involved in computation of capital gain or loss which was 
caused by changes in the general price level. The approach 
is sometimes used in conjunction with the full inclusion 
of capital gains in terms of real income. The aim is to 
do away with the inequity which arises from the taxing of 
unreal gains. The correction consists of adjusting the 
cost basis by means of an index number before calculating
^Groves, og. cit. , p. 81.
47Donald A. Corbin, "New Proposals for Capital 
Gains Taxation," Taxes, vol. 34 (October, 1956), p. 665.
the gain or loss. A number of problems arise when indexes
48are introduced. As Henry Simons points out when the 
price level is rising investors who break even or have 
nominal gains must be allowed to show a loss and when the 
price level is falling investors who break even or have 
nominal losses must be required to show a gain. Simons 
further points out that in a period of rising prices a 
person who disposed of capital assets would be favored 
over one who continued to use them in his business. For 
equity purposes he points out the latter should be allowed 
to write up his assets for depreciation purposes.




Congress has always considered capital gains and 
losses to be within the scope of taxable income and indica­
tions are that they will continue to be considered as such 
for many years to come. The trend of recent legislation 
and proposals by the Johnson Administration indicate that 
any changes in the near future will be in the direction 
of more stringent taxation for capital gains and losses.
The present law in this area has developed without Congress 
displaying any consistent policy as to how capital gains 
and losses should be taxed. The law has come about in a 
piecemeal fashion and is the result of a continuous process 
of experimentation and compromise.
Due to the nature of capital gains and losses and 
as a result of the absence of a consistent philosophy 
toward them on the part of Congress, this area of the 
income tax law abounds with complexities and inequities.
It results in more unsatisfactory situations than any other 
single area of the Code. The most recent actions of 
Congress have, on balance, not improved the total situa­
tion. While recapture depreciation eliminated a grave 
inequity, this has been counterbalanced by the broadening 
of the definition of capital assets.
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Problems dealing with the taxation of capital 
transactions are not confined to the boundaries of the 
United States. That other major countries are dissatisfied 
with their systems is evidenced by the number of signifi­
cant changes that have been made in recent years. The 
recent changes made by Great Britain (by far the most 
radical), combined with changes made in other countries, 
indicate a trend of patterning foreign systems for taxing 
capital gains and losses after the United States' system. 
The methods for treating capital gains and losses in major 
foreign countries generally involve complexities and 
inequities that are comparable to those found in the 
United States' system.
The major conclusion of the study is that capital 
gains and losses should be included in full in taxable 
income at the point of realization. Gains and losses 
from sales or exchanges of capital assets fall within 
income broadly defined and a substantial portion of them 
are included even in narrow definitions of income. Also, 
with respect to taxpaying capacity and economic function 
they are indistinguishable from other types of income.
As a means of implementing the full inclusion of 
capital gains and losses the author proposes the measures 
listed below. The measures represent the complete 
revision of the approach to capital gains taxation that is
necessary in order to produce a system that is as simple 
as possible from the standpoint of reporting and administra­
tion while yielding a tax that is equitable and that 
produces a minimum amount of interference to the natural 
course of the economy.
1. Tax rate discrimination between capital gains 
and other types of income should be eliminated. Both 
capital gains and capital losses should be taken into 
account fully in computing taxable income subject to the 
ordinary progressive rate structure. Policy in this 
area should be based on one of the first principles of 
equity in taxation: "Don't tax income with personal
exemptions and graduated rates unless you are prepared 
to tax it all."'*"
2. The definition for the realization of capital 
assets should be broadened to include transfers by gift 
and at death. The present escape route is the greatest 
source of inequity in the capital gains area and is the 
primary cause of the "locked-in" effect on investment.
3. With the broadening of the tax base as a result 
of the first two measures it will be necessary to lower
■^Harold M. Groves, "Taxation of Capital Gains,"
Tax Revision Compendium (Washington: United States
Government Printing Office, 1959), vol. 2, p. 1201.
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the present progressive tax rates to the point where the 
average effective rate remains unchanged. The result 
will be a shifting of the tax burden toward the higher 
income taxpayers while the total revenue from the capital 
gains tax will remain approximately the same. Another 
principle of equity that should be closely adhered to is 
". . . don't set the scale so high and the graduation
2so steep that you are not prepared to apply xt consistently." 
The present rates are obviously too high for Congress is 
not willing to allow them to apply in full to any tax­
payer. Granting favorable treatment to certain types 
of income or taxpayers is not a suitable substitute for a 
general rate reduction.
4. Provide'for proration of capital gains and 
losses over a period of five years or the holding period 
of the asset whichever is the shorter. This should be 
accomplished by a rebracketing system whereby the applicable 
rates are determined by the current year (similar to the 
present income averaging applicable to other income).
This will avoid the reopening of prior years' returns 
and the recomputation of the tax for each year involved. 
Proration is the only special treatment that can be
2Ibid.
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justified on a rational basis for capital gains and losses. 
This approach is necessary to avoid the problem of lumping 
in one year income accrued over a number of years.
5. Lenient terms should be provided for the 
payment of tax incurred by reason of capital gains realized 
at death. These terms should be available only where it 
can be shown that payment of the tax would result in an 
undue hardship on the estate.
6. Provide exemptions from the capital gains tax 
for such things as personal automobiles, private residences, 
personal property (where proceeds from sale are less
than say $500), gifts (below a minimum value of say $3,000 
per year) and estates (where gross estate is less than 
$60,000). Care should be taken to extend tax relief in 
special situations only where there is clear proof that it 
serves the public interest. The exemptions suggested 
above are primarily to avoid problems of reporting and 
administration where transactions tend to be numerous and 
amounts of gain or loss small. At the same time the 
exemptions suggested would benefit the smaller taxpayer.
Comparable changes should be made for corporate 
taxpayers, that is, preferential rates should be eliminated 
and the overall rates lowered so that the tax revenue 
yield from corporate capital gains transactions remains
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approximately the same. Also, since corporations are not 
subject to progressive rates, proration will either be 
inapplicable or where applicable will be applied in modified 
form. Provisions comparable to the present ones relating 
to tax-free exchanges and reorganizations would continue 
to be necessary.
The reform approach outlined above is not without 
opponents. Precedents and political expediency will 
provide the largest obstacles that must be overcome. This 
must be done through continued research but primarily by 
making the molders of tax policy aware of the nature of 
capital gains and losses and the part that they should 
play in the income tax system. If agreement cannot be 
reached on this fundamental reform measure, there are 
still possibilities for making worthwhile improvements 
in capital gains taxation. The most urgently needed 
measure is to provide for the taxation of capital gains 
at the point of transfer by gift or at death. This 
relatively simple step would do more to facilitate equity 
and to eliminate economic interference than any other 
single measure. Indications are that major reform will be 
slow in coming about but that the problems created by the 
gift and death situation will be eliminated by Congress 
in the near future.
SELECTED BIBLIOGRAPHY
Books
Adams, Henry Carter. Taxation in the United States
17 89-1816. Baltimore: Johns Hopkins University, 1884.
American State Papers, 1777-1815. Vol. VI. Washington: 
Gales and Seaton, 1832.
Bolles, Albert S. The Financial History of the United 
States (From 1789-1860). 3rd ed. New York: D.
Appleton and Company, 1891.
Brown, Harry G. The Economic Basis of Tax Reform.
Columbia, Missouri: Lucas Brothers, 1932.
Butt, Archie. Taft and Roosevelt. Garden City: Doubleday
Doran and Company, 1930.
Capital Gains Taxation. New York: Tax Institute Incor­
porated, 1946.
Comstock, Alzada. Taxation in the Modern State. New 
York: Longmans, Green & Co., 1929.
Ely, Richard T. Taxation in American States and Cities.
New York: Thomas Y. Cromwell & Co., 1888.
Facing the Tax Problem. New York: The Twentieth Century
Fund, 1937.
Fisher, Irving. The Nature of Capital and Income. New 
York: The Macmillan Company, 1906.
________ and Herbert W. Fisher. Constructive Income
Taxation. New York: Harper & Brothers Publishers,
1942.
Goode, Richard. The Individual Income Tax. Washington:
The Brookings Institution, 1965.
Groves, Harold M. Production, Jobs and Taxes. New York: 
McGraw-Hill Book Company, Inc., 1944.
Postwar Taxation and Economic Progress. New 
York: McGraw-Hill Book Company, Inc., 1946.
171
Haig, R. M. "The Concept of Income," The Federal Income 
Tax. New York: Columbia University Press, 1921.
Chapter 1.
Hellerstein, Jerome R. Taxes, Loopholes and Morals.
New York: McGraw-Hill Book Company, Inc., 1963.
Hicks, J. R. Value and Capital. London: Oxford University 
Press, 1939.
Howe, Frederic C. Taxation and Taxes In the United States 
Under the Internal Revenue System 1791-1895. New 
York: Thomas Y. Crowell & Co., 1896.
Keynes, John M. General Theory of Employment, Interest 
and Money. London: Macmillan Company, 1930.
Kimmel, Lewis H. Taxes and Economic Incentives. Washington: 
The Brookings Institution, 1950.
Paul, Randolph E. Taxation in the United States. Boston: 
Little, Brown & Co., 1954.
________. Taxation for Prosperity. New York: The Bobbs
Merrill Company, 1947.
Magill, Roswell. The Impact of Federal Taxes. New York: 
Columbia University Press, 1943.
________. Taxable Income. Rev. ed. New York: The Ronald
Press Company, 1945.
Musgrave, Richard A. The Theory of Public Finance. New 
York: McGraw-Hill Book Company, Inc., 1959.
Perry, J. Harvey. Taxation in Canada. 3rd ed. Toronto: 
University of Toronto Press, 1961.
Ratner, Sidney. American Taxation. New York: W. W.
Norton & Company, Inc., 1942.
Roosevelt, Theodore. Presidential Addresses. New York: 
Collier Company, 1910.
Seidman, J. S. Seidman1s Legislative History of Federal 
Income Tax Laws 1938-1861. New York: Prentice
Hall, Inc., 1938.
172
________. Seidman1s Legislative History of Federal
Income and Excess Profits Tax Laws 1953-1939. Vol. I. 
New York: Prentice-Hall, Inc., 1954.
Seligman, Edwin R. A. The Income Tax. New York: The
Macmillan Company, 1911.
Seltzer, Lawrence H. The Nature and Tax Treatment of
Capital Gains and Losses. New York: National Bureau
of Economic Research, Inc., 1951.
Simons, Henry C. Federal Tax Reform. Chicago: The
University of Chicago Press, 1950.
________. Personal Income Taxation. Chicago: The
University of Chicago Press, 1938.
Smith, Dan T. Federal Tax Reform. New York: McGraw-Hill
Book Company, Inc., 1961.
Smith, Harry C. The United States Federal Internal Tax 
History From 1861 to 1871. New York: Houghton
Mifflin Company, 1914.
Somers, Harold M. Capital Gains, Death and Gift Taxation. 
Sacramento: California Legislature, 1965.
Taxes-Equity Capital-and our Economic Challenges. New 
York: New York Stock Exchange, 1953.
Vickrey, William. Agenda for Progressive Taxation.
New York: The Ronald Press, 1947.
World Tax Series: Taxation in the Federal Republic of
Germany. Chicago: Commerce Clearing House, Inc.,
1963.
World Tax Series: Taxation in France. Chicago: Commerce
Clearing House, Inc., 1966.
World Tax Series: Taxation in the United Kingdom. Boston:
Little, Brown and Company, 1957.
Government Publications
Decisions Published by Office of Internal Revenue to 
January, 1871. Washington: Office of Internal
Revenue, 1871.
173
Federal Income Tax Treatment of Capital Gains and Losses. 
Washington: United States Treasury Department, 19 51.
Groves, Harold M. "Taxation of Capital Gains," Tax
Revision Compendium. Vol. 2. Washington: United
States Government Printing Office, 1959.
Prevention of Tax Avoidance. House Committee Print, 73rd 
Cong., 2nd Sess., 1933.
Public Papers of the Presidents of the United States - 
John F. Kennedy, 1961. Washington: United States
Government Printing Office, 1962.
Steger, Wilbur A. "Economic Consequences of Substantial 
Changes in the Method of Taxing Capital Gains and 
Losses," Tax Revision Compendium. Vol. 2. Washington: 
United States Government Printing Office, 1959.
Surrey, Stanley. "Definitional Problems in Capital Gains 
Taxation," Tax Revision Compendium. Vol. 2.
Washington: United States Government Printing
Office, 1959.
Report of the Committee on Ways and Means. House Report 
No. 350, 67th Cong., 1st Sess. Washington: United
States Government Printing Office, 1921.
Report of the Committee on Ways and Means. House Report 
No. 1388, 67th Cong., 4th Sess. Washington: United
States Government Printing Office, 1923.
Report of the Committee on Ways and Means. House Report 
No. 708, 72nd Cong., 1st Sess. Washington: United
States Government Printing Office, 1932.
Report of the Committee on Ways and Means. House Report 
No. 1860, 75th Cong., 3rd Sess. Washington: United
States Government Printing Office, 1938.
Report of the Committee on Ways and Means. House Report 
No. 855, 76th Cong., 1st Sess. Washington: United
States Government Printing Office, 1939.
Report of the Committee on Ways and Means. House Report 
No. 2333, 77th Cong., 2nd Sess. Washington: United
States Government Printing Office, 1942.
174
Report of the Committee on Ways and Means. House Report 
No. 7378, 77th Cong., 2nd Sess. Washington: United
States Government Printing Office, 1942.
Report of the Subcommittee on Proposed Revision of Revenue 
Laws of the Committee on Ways and Means. 75th 
Cong., 3rd Sess. Washington: United States Govern­
ment Printing Office, 1938.
Report of the Committee on Finance. Senate Report No.
398, 68th Cong., 1st Sess. Washington: United
States Government Printing Office, 1924.
Report of the Committee on Finance. Senate Report No.
1631, 77th Cong., 2nd Sess. Washington: United
States Government Printing Office, 1942.
Report of the Committee on Finance. Senate Report No.
2375, 81st Cong., 2nd Sess. Washington: United
States Government Printing Office, 1952.
Report of the Committee on Finance. Senate Report No.
1881, 87th Cong., 2nd Sess. Washington: United
States Government Printing Office, 1963.
Hearings Before the Senate Finance Committee. 88th Cong., 
1st Sess. Washington: United States Government
Printing Office, 1963.
Hearings Before the Committee on Ways and Means. House
of Representatives, 88th Cong., 1st Sess. Washington: 
United States Government Printing Office, 1963.
Hearings Before the Committee on Ways and Means♦ House of 
Representatives, 85th Cong., 2nd Sess. Washington: 
United States Government Printing Office, 1958.
Hearings Before the Committee on Ways and Means. House of 
Representatives, 75th Cong., 3rd Sess. Washington: 
United States Government Printing Office, 193 8.
Periodicals
Atlas, Martin. "Average Income And Its Use In Taxation," 
Accounting Review, Vol. XIII (June, 1938), 124-31.
Bangs, Robert. "The Dilemma of the Cut-Rate Tax," Taxes, 
Vol. 31 (January, 1953), 31-41.
175
Blum, Walter J. "The Decline and Fall of Capital Gains
1921-1951," Taxes, Vol. 28 (September, 1950), 838-844.
_. "A Handy Summary of Capital Gains Arguments,"
Taxes, Vol. 35 (April, 1957), 247-266.
_. "Taxation of Capital Gains In the Right Of Recent
Economic Developments - Some Observations," National 
Tax Journal, Vol. XVIII (December, 1965), 430-36.
Bravman, M. Francis. "Integration of Taxes on Capital 
Gains and Income," Virginia Law Review, Vol. 37 
(May, 1951), 527-553.
________ . "Equalization of Taxes on all Individuals With
Same Aggregate Income Over Same Number of Years," 
Columbia Law Review, Vol. 50 (January, 1950), 1-28.
Corbin, Donald A. "New Proposals for Capital Gains
Taxation," Taxes, Vol. 34 (October, 1956), 663-6-68.
Clark, Reuben. "An Alternative to Capital Gains Taxation:
A 'Roll-Over' Account for Investment Assets,"
Howard Law Journal, Vol. 4 (June, 1958), 157-169.
Cowing, John S. "Would Averaging of Personal Income Over 
Period Of Years Be Desirable For Tax Purposes?"
Journal of Accountancy, Vol. 93 (January, 1952),
9-51.
Dakin, Melvin G. "The Capital Gains Treasure Chest:
Rational Extension or Expedient Distortion," Louisiana 
Law Review, Vol. XIV (February, 1954), 505-27.
Goffman, Irving J. "The Tax Treatment of Capital Gains
in Canada," National Tax Journal, Vol. XIV (December, 
1961), 356-361.
Hinrichs, J. H. "Empirical Measure of Investors' Responsive­
ness To Differential In Capital Gains Tax Rates Among 
Income Groups," National Tax Journal, Vol. 16 
(September, 1963), 224-229.
Holt, Charles C. and John P. Shelton. "The Lock-In Effect 
of the Capital Gains Tax," National Tax Journal,
Vol. 15 (December, 1962), 337-352.
Kent, Arthur H. "Taxation of Capital Gains and Losses,"
Taxes, Vol. 16 (July, 1938), 389-92, 428-30.
176
Koudelis, George. "Some Observations on the Proposed
Capital Gains Reforms," Temple Law Quarterly, (Spring,
1964), 289-316.
Maxwell, J. A. "New Proposal for Coordination of Death 
Taxation," National Tax Journal, Vol. 14 (December, 
1961), 382-387.
McDonald, John G. "Capital Gains and Losses in Canada," 
Canadian Bar Review, Vol. XXIX (November, 1951)
907-927.
Miller, Peter. "The 'Capital Asset' Concept: A Critique
of Capital Gains Taxation," Yale Law Journal, Vol. 59 
(April, 1950), 837-885.
Nelson, Godfrey. "Capital Gains and Losses," Taxes, Vol. 14 
(December, 1936), 706-709.
Somers, Harold M. "An Economic Analysis of the Capital
Gains Tax," National Tax Journal, Vol. 1 (September, 
1948), 226-232.
________. "Reconsideration of the Capital Gains Tax,"
National Tax Journal, Vol. 13 (December, 1960), 289- 
309.
Steger, Wilbur A. "Averaging Income for Tax Purposes: A
Statistical Study," National Tax Journal, Vol. IX 
(June, 1956), 589-620.
Tudor, Owen. "The Equitable Justification of Capital
Gains Tax," Taxes, Vol. 34 (September, 1956), 643-646.
________. "Exemption of Capital Gains from the Capital
Gains Tax," Taxes, Vol. 35 (February, 1957), 101-2,
109.
Uhr, Carl G. "Implications of New Proposals for Capital
Gains Taxation," Taxes, Vol. 35 (April, 1957), 267-271.
Wallich, Henry C. "Taxation of Capital Gains in Light
of Recent Economic Developments, National Tax Journal, 
Vol. 18 (June, 1965), 133-150.
Wells, Anita. "Legislative History of Treatment of
Capital Gains Under the Federal Income Tax," National 
Tax Journal, Vol. 2 (March, 1949), 12-32.
Woods, J. B. C. "Proposed Simplified Method of Income
Rebracketing," Taxes, Vol. 32 (May, 1954), 426-428.
"Taxation of Extraordinary Income," Taxes,
Vol. 33 (May, 1955), 353-369.
Wormser, R. A. "Case Against a Capital Gains Tax at Death," 
American Bar Association Journal, Vol. 51 (September,
1965), 851-854.
Miscellaneous
Dean, Stephen T. "Capital Gain and Ordinary Income -
Problems in Transmutation," Proceedings of New York 
University Twenty-Fourth Annual Institute on Federal 
Taxation. New York: Matthew Bender & Company, 1966.
1291-1318.
Katcher, Richard. "A Critique of Capital Gains Taxation 
Problems and Proposals," 1962 Southern California 
Tax Institute. New York: Matthew Bender & Company,
1962. 769-803.
Mertens, Jacob, Jr. The Law of Federal Income Taxation. 
Vol. 3B. Chicago: Callaghan & Company, 1958.
Proceedings, Ninth Annual Conference of the National Tax 
Association. New York: National Tax Association,
1915.
Revenue Act of 1962. Chicago: Commerce Clearing House,
Inc., 1962.
Silberrad, John. "The New Capital Gains Taxes" British 
Tax Review. London: Sweet & Maxwell Limited^
Canada. Arthur Andersen & Co., 1963.
France (Supplement No. 1). Arthur 
1965.
Germany. Arthur Andersen & Co.,
United Kingdom. Arthur Andersen &
1965, 178-185.
Tax and Trade Guide:
Tax and Trade Guide
Andersen & Co .
Tax and Trade Guide
1964.
Tax and Trade Guide
Co., 1964.
178
West Germany: A Digest of Principal Taxes. Ernst & Ernst,
1965.
Wheatcraft, F. S. A. "The New Capital Gains Taxes,"
British Tax Review. London: Sweet & Maxwell Limited,
1965. 117-145.
VITA
Donald Charles Marshall, the son of Henry Smith 
and Lula Marshall, was born in Beaumont, Texas on September 
7, 1936.
He received his elementary and secondary education 
in the South Park Independent School System in Beaumont, 
Texas and was graduated from South Park High School in 
1954. In 1958 he received the degree of Bachelor of 
Business Administration from Lamar State College of 
Technology and in 1964 the degree of Master of Science 
from Louisiana State University. His area of concentra­
tion in both degree programs was accounting.
From 1958 until 1963 he was actively engaged in the 
public accounting field during which time he acquired his 
certificate as a Certified Public Accountant. He taught 
two years on the staff of Louisiana State University on a 
part-time basis and is now an Assistant Professor of 
Accounting at the University of Missouri.
He married Margaret Ann Benton, also of Beaumont, 
Texas, on August 27, 1959. They have three children: 
Melissa Ann, age 5; Katherine Elaine, age 4; and Steven 
Michael, age 3.
EXAMINATION AND THESIS REPORT
Candidate: Donald Charles Marshall
Major Field: Accounting
Title of Thesis: Federal Income Tax Treatment of 
Capital Gains and Losses
Approved:
Major Professor and Hlairman
Dean of the Graduate School
EXAMINING COMMITTEE:
■X'*-'TWxJ
Date of Examination: 
December 9 , 1966
